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Preface 


PROPRIETORSHIPS 

Proprietorships, largely because they represent 
the simplest form of doing business, greatly outnumber all other forms 
of business organization. There are literally millions of them in the 
United States alone. Consequently, and notwithstanding the fact that 
most of them are properly classed as "small business," proprietorships 
in the aggregate carry on a substantial portion of the country’s total 
economic activity. 

A successfully operating business organization, whether proprietor¬ 
ship, partnership, or corporation and whether large or small, has a 
value as a going concern that is considerably greater than the value of 
the net assets gathered together in the particular unit. As Judge Swan 
stated in Haberle Crystal Springs Brewing Co. v. Clarks, 30 F.2d 219, 
A going business has a value over and above the aggregate value of 
the tangible property employed in it. . . And as said by Judge Frank 
in Williams v. McGowan, 152 F.2d 570, "Where a business is sold as 
a umt, the whole is greater than its parts. Businessmen so recog¬ 
nize. . . But when the organization is allowed to become inactive, 
to close its doors, this "going value” is lost to both the owners and com¬ 
munity. In the case of a proprietorship, which is an unincorporated 
business organization owned by one individual, it is obvious that upon 
e owner s death the danger of losing this "going-concern" value is 
nnminent unless special provisions have been made for the continua- 

to deL !■ bUSmeSS ‘ Under ordinar y circumstances, the laws applying 

S f “ tateS WUI teq “ re his enter P rise to d<Ked out pflpi 

by his executor or administrator. The proprietor, however, need Jt 
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subject his business to this calamity and his heirs to the losses certain 
to follow such a procedure, for he can provide by will for the limited 
continuance of the business and thereby avoid or lessen the losses. In 
many cases, he can set up with one or more of his key employees an 
insured business continuation agreement that will assure that his heirs 
receive the full going-concern” value of his proprietorship. 

In this portion of the text, numerous law cases are cited that deal 
with proprietorship businesses subsequent to the death of the owner. 
The facts and law of these cases bring out, as nothing else will, the 
vicissitudes, hazards, and losses encountered in the absence of a satis¬ 
factory business continuation plan and the great need for such a plan. 

The material on Proprietorships is grouped into three parts. Part I 
sets forth the fundamental facts about proprietorships and the economic 
losses attendant upon their discontinuance and liquidation at the death 
of the proprietor. Part II deals with the various plans that have been 
tried in attempts to avoid closing out such businesses on the proprietor’s 
death, in order to avoid these losses. Part III discusses the ideal con¬ 
tinuation plan. This is the insured buy-sell agreement, running between 
the proprietor and his key employee, which assures, upon the pro¬ 
prietor s death, the disposal of the business for full value without loss 
to the heirs and its continuation by the employee as a going concern. 

PARTNERSHIPS 

Partnerships are engaged in almost every branch of economic activity 
and occupy a particularly significant position in the field of investment 
banking, the professions, and in the wholesale and retail trade. The 
number of partnerships now operating in the United States is estimated 
to be well in excess of one million. Although the total number of 
partnerships is increasing steadily with the growth of the country, their 
proportionate rate of increase since 1945 has not kept pace with that 
of proprietorships and corporations. Yet partnerships outnumber cor¬ 
porations by several hundred thousands. 

When the business unit is a partnership, the problem of continuing 
a business after the death of a partner is acute. The laws of partnership 
provide that on the death of a partner the firm is automatically dis¬ 
solved and that, in the absence of an agreement to the contrary, its affairs 
must be promptly liquidated. Fortunately, however, it is not necessary 
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for the partners to allow the laws of partnership liquidation to take 
their course. Like the provisions of the intestate laws, which function 
only when no valid will has been drawn, the provisions of the partner¬ 
ship laws requiring liquidation of the business on the death of a partner 
function only when no valid business continuation agreement has been 
executed by the partners. Consequently, although the problem is acute, 
its solution is simple. Take the case of a two-man partnership. A prop¬ 
erly drawn agreement between the partners, providing that on the 
death of one the survivor will own the entire business and the estate 
of the deceased will receive in cash the value of his interest in the firm, 
will assure the continuation of the business by the survivor, if he can 
produce the necessary cash when death occurs. This may be done readily 
when each partner carries insurance on the life of the other in the 
amount of cash needed. 


With such a clear-cut method available by which the surviving part¬ 
ner can be assured of the ownership of the entire business and the de¬ 
ceased partner’s estate can be assured of receiving the value of his in¬ 
terest in the business in cash when death occurs, it may appear to some 
that an extended treatment of the subject is unnecessary. Unfortunately, 
however, many partners are unfamiliar with the provisions of the part¬ 
nership laws relating to the death of a partner and are unaware of the 
underlying problem. Often they do not realize that the surviving part¬ 
ner will be held to the highest standards of duty and accountability in 
liquidating the firm’s affairs and that any "bargaining” with the heirs 
will not be countenanced by the courts. Therefore, they cannot properly 
appreciate the dangers involved in the absence of a plan or those that 
lurk in any plan improvised after a death occurs; thus, they do not 

rea Z e “ e u [ geDQ y of settin S U P a continuation agreement in advance. 
What has been said regarding the necessity of being informed applies 

even more strongly to life underwriters. Life insurance is necessary to 

e the partnership continuation plan certain of functioning. This 

whom °f ^ lmP ° 1 rtanCe and VaIue t0 ^rmed underwriter, upon 

M and COnS t ra t Prt ° f “* bUfd “ ° f Partners 

aultted to irt mf ° rmatl0n - A “°rdingl y , liberal space has been 
Uquidahon P 2 Partner ' S death “ attem P‘ s *0 ^cumvent 
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A substantial number of leading cases on partnership law bearing on 
the subject are quoted and discussed in the text. It is hoped that many 
of these serve a dual role. First, they should convince partners and 
underwriters alike of the truth of the general points decided. Second, 
their facts reveal actual partnership situations. One true story should be 
more convincing than any number of hypothetical examples. 

The partnership material has also been divided into three parts. Part 
I deals with the fundamental facts about partnerships, particular em¬ 
phasis being placed upon liquidation and its consequences. It shows 
the normal course of the law on the death of a partner and the inevitable 
losses to everyone concerned. Part II discusses, each in its turn, the 
plans that have been used in attempts to avoid liquidation on the death 
of a partner. This discussion leads, by the process of examining and 
eliminating defective schemes, to the one workable plan by which the 
partnership business may be continued. Part III deals with the details 
of this plan, the buy-sell agreement between the partners themselves, 
or with their firm, financed by life insurance. 

Greater emphasis has been placed on demonstrating the necessity of 
a binding partnership business continuation agreement than on the 
minutiae of such an agreement. This has been done because there still 
exist thousands of partners, and also a substantial number of life under¬ 
writers, as well as many lawyers who are not yet convinced that there is 
one plan, and only one, by which the continuation of a partnership 
business may be absolutely assured. 

CORPORATIONS 

Active close corporations in the United States number in excess of 
half a million and comprise over ninety per cent of all corporations. 
In almost every industry they carry on a substantial amount of the total 
trade and commerce, and in almost every community they furnish the 
livelihood for a large proportion of the inhabitants. Altogether, up¬ 
wards of five million American citizens are dependent upon the earn¬ 
ings and the continued success of these small corporations. 

The successful continuation of the business of a close corporation 
after the death of a stockholder presents a problem quite different from 
that encountered upon the death of a proprietor or a partner. The death 
of a proprietor spells the death of the proprietorship. Likewise, the 
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death of a partner works the dissolution of the partnership. In each 
case, therefore, the problem of the continuation of the business involved 
is immediate and manifest to all concerned. On the other hand, the 
death of a close corporation stockholder has no legal effect on the life 
of the corporation. Hence the problem of successful business continua¬ 
tion in the case of a close corporation, although often as serious in the 
long run, does not appear to be an immediate problem; it is often in¬ 
visible to those concerned until too late. The fact that the business entity 
continues after the death of a stockholder deceives the parties into be¬ 
lieving that the enterprise itself may be continued as successfully and 
as harmoniously as before. 

But sooner or later there is trouble, if the corporation is of the type 
often referred to as an "incorporated partnership.” In such a close 
corporation, the stockholders conduct themselves as partners except in 
a technical legal sense; there is the same intimate association of a few 


men pooling their talents and industry in the conduct of a business 
enterprise as in the case of a partnership. The result is that in the event 
of a stockholder s death in such a corporation, the surviving stock¬ 
holders are just as anxious to continue the enterprise without the in¬ 
trusion of outsiders as they would be were they surviving partners. 

Drone stockholders have no suitable place in an "incorporated part¬ 
nership. Yet the death of a stockholder will create new, inactive 
stockholders, or bring in new and unwelcome outsiders who purchase 

their way mto the management, unless careful plans are made in ad¬ 
vance to keep them out. 


Obviously, there is little hope of finding an adequate remedy if the 
parties wait until the problem confronts the surviving stockholders and 
the heirs of the deceased. But wait they will, unless the cloak of invisi¬ 
bility is removed and the true situation is exposed to view. The main 
purpose of the book on Corporations, therefore, is to make stockholders 
or partnership-type close corporations aware of the events that usually 

^°* UJ T th l death ° f ° De 0f their number - Then, dearly perceiving 
e difficulties that must be surmounted and the desirable objectives to 

gained, they will have ample opportunity to install an appropriate 
business continuation plan before a death occurs. ? P 

The Third Edition contains a chapter dealing with another type of 

the ffidoTf'° n ’ u ' famUy cor P° ration - In this chapter are dtoLed 
the factors favorable to retention of the stock, and the insurance and 
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other arrangements available to safeguard it where the stock is to be 
retained for the benefit of the stockholder’s family. The material has 
again been divided into three parts. Part I deals with the fundamental 
facts about corporations, including the characteristics of the close cor¬ 
poration and the effect of the death of a close corporation stockholder. 
Part II discusses the various plans that have been used in attempts to 
avoid the deleterious effects ordinarily following upon the death of an 
associate in a close corporation. Part III presents the one successful 
plan for the continuation of the partnership-type close corporation, the 
insured stock buy-sell plan, and closes with the discussion of family 
corporations. 
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Part I 


FUNDAMENTAL FACTS 
ABOUT PROPRIETORSHIPS 

CHAPTER 1 

General Information 
About Sole Proprietorships 


r\ PROPER UNDERSTANDING AND APPRECIATION OF THE 
most efficient plans that have been developed for the continuation of 
the one-man unincorporated business after the death of the proprietor 
must rest upon an adequate knowledge of the problems involved. An 
awareness of these problems and their implications, in turn, calls for a 
clear conception of the nature of the sole proprietorship. 

Sofe proprietorship defined. The case of Turner v. Cross, 83 
Tex. 218, 18 S. W. 578, 580, thus defines a proprietor: 


One who has the legal right or exclusive tide to anything is 
said to be a "proprietor.” Webst. In many instances, if not 
usuaUy, the word is the synonym of the word "owner.” Abb.: 

?nn U If ^ "° Wner ” h Said t0 be *' he who has domin- 

f f. .£’ reaI 0f personal, corporeal or incorporeal, which 

nr Si** -! ght l ? en]ojr and do with « he pleases, even to spoil 

hv cn m r ° 7 lt> S ° fai “ the law P ermits > ““less he be prevented 
by some agreement or covenant which restrains his right.” 

Wil^" En S hsh Dictionary (Oxford) informs us that the word 

tSTentuJ^ T,™ 7 f ° rmed and Sub5tituted “ the seven- 

tury for the etymological word •’proprietary." With this 
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background, we can readily accept Dr. Gerstenberg’s definition of an 
individual proprietorship as "a business enterprise owned by an in¬ 
dividual, who is usually the manager and the pivot of the business, as 
well as its owner.” 1 

From the foregoing and from our common knowledge, we can char¬ 
acterize a sole proprietorship business as follows: 

1. It is a business enterprise owned entirely by one person in his 
individual capacity, as distinguished from ownership by a partnership 
or by a corporation. 

2. It is customarily conducted by the owner—the sole proprietor— 
its business being transacted by him alone, or with the assistance of any 
agents or employees that he may hire. 


HOW SOLE PROPRIETORSHIPS ARE FORMED 


A sole proprietorship is created simply by the bringing together of 
those components necessary to carry on the particular enterprise and 
then opening shop. It is thus distinguished from the creation of a 
partnership, brought about by the voluntary agreement of the mem¬ 
bers, or the creation by law of a corporation upon completion of the 
necessary legal steps and the granting of the corporate charter by the 
appropriate state or federal government. 

Joe King notices a vacant store space at the corner of "Main and 
Elm.” Around the corner on Elm Street is a prosperous residential 
neighborhood, the inhabitants of which must go two blocks farther 
e.g. down Main Street for their groceries. Joe obtains a long-term lease 
on the store, stocks up, places a freshly painted sign over the door bear¬ 
ing the legend JOE KING, GROCERIES, and opens for business. As 
simply as that, a new sole proprietorship has been born. No special 
documents are required and no special legal procedure is necessary. 

True, if Joe had desired to do business as the ACME GROCERY 
STORE he would probably have had to file with the proper authorities 
a certificate of doing business under an assumed name. True also, if he 
had intended to open up a business peculiarly affecting the health, 
safety, or morals of the community, such as, for example, a restaurant 
or a liquor store, a special license to do so would no doubt have been 

1 C. W. Gerstenberg, Principles of Business, 5th ed., rev. New York: Prentice-Hall 
Inc., 1931, p. 27. 



INFORMATION ABOUT PROPRIETORSHIPS 


5 


a prerequisite. But aside from meeting the necessary requirements of 
regulatory laws of this type (laws which apply equally whether the 
business is to be conducted as a proprietorship, partnership, or corpora¬ 
tion), the birth of a sole proprietorship is legally unhampered. 


PROPERTY RIGHTS IN A SOLE PROPRIETORSHIP 

Before he opened his grocery store, Joe King owned various kinds 
of property. These he could keep, use, destroy, or otherwise dispose of 
as he chose, subject only to the general laws restricting uses of property 
that would encroach upon the rights of others. Happily, among these 
items was a sturdy bank account, part of which he has now expended in 
the purchase of store fixtures, stocks of merchandise, and other needed 
business property—the property for his sole proprietorship. 

What changes have been wrought by this substitution of business 
property for that which was personal? Legally, none of any conse¬ 
quence. Joe has, in general, the same rights of dominion and control 
over the business assets that he has over his personal assets. Subject 
to the rights of others and subject to any voluntary restricting agree¬ 
ments that he may make, his legal property rights are still entire, 
anges have taken place with respect to his property, but they are 

ZTZ "t r ndal ^ natUfe Iather than le S aL ° n the economic 

, re has been recorded a new business unit: a sole proprietorship 

e " P,aCG Utmty ” ° f * accessibility and com 

emence to the housewives of Elm Street. On the financial front Toe 

as received, or shortly will receive, a credit rating as a proprietor He 

has opened up a set of business books, and at the end ofVe year will 

hibiSrtf C ° mp Cte a $peCiaI SGhedule in his income tax forms ex- 
C 8 it e c f m r e ’ expenses “ d net P r0fits 0f his enterprise, 

lishm n of the so. ““ “ d finanda ‘ Ch ^ the Lb- 

nment of the sole proprietorship business has wrought no new oat- 
r a 5* “ ^ ^ b ““ *e «« hfd a partnLh p 

b z° r d - The r ets of the b ~ — $ 

L in the abse“ce of 8 T “ d ** WiU ’ “ **“ of his death 
cificaUy dealL with ?*** ° r ° f spcdal wiU Provisions spe- 

the cther tl “L ^ Ascription frL 
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LIABILITIES IN A SOLE PROPRIETORSE 


II 




Before the establishment of JOE KING, GROCERIES, Joe had from 
time to time entered into various obligations for himself and his family. 
A small outstanding account at his family’s favorite department store is 
not unusual, his last car was purchased on the instalment plan, and only 
a few months ago he signed a new lease on his residence. For all these 
obligations Joe always knew, of course, that he was fully liable. 

But what about his liability for the new obligations he is now assum¬ 
ing as proprietor of the corner grocery store? He is as completely liable 
under his store lease as he has been, and is, under his house lease. If he 
buys a delivery truck on the instalment plan, he will be as personally 
liable for any unpaid balance as was the case when he bought his family 
automobile. In short, there is no legal distinction between his so-called 
personal liabilities and the liabilities that he creates as a proprietor. In 
each case he is fully liable and his liability is unlimited and unshared. 

Nor would any distinction be made between his "business” and his 
"personal” liabilities in the event of Joe’s death—as contrasted with the 
case were he a partner in a partnership or a stockholder in a corporation. 
(See Chapter 3 in Book II on Partnerships and Chapter 5 in Book III 
on Corporations.) Subject to the prior payment of such items as funeral 
and administration expenses, subject to the statutory order in which 
personal and real property and property generally and specifically be¬ 
queathed is applicable to the payment of debts, and subject to any 
outstanding mortgages and pledges, all of his property not expressly 
exempt by special statute would ultimately be liable for the payment 
of all his debts. Proprietorship debts would have no preferential right 
to be paid out of his proprietorship property, nor would personal debts 
have any priority of payment out of his other property. Naturally, a 
proprietor may make special provisions in his will with reference to his 
business or personal obligations, but in the absence of any such special 
will provisions, his debts would not be separated into the categories of 
"business” and "personal” in his estate; they would be treated indis¬ 
criminately. 
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ADVANTAGES OF PROPRIETORSHIP AS A MODE 

OF CONDUCTING BUSINESS 


The advantages of the individual proprietorship as a method of 
carrying on a business stem largely from its simplicity, the outstanding 
characteristic of this form of business enterprise. An undertaking owned 
and operated by one man who hires all his other help, it may be estab¬ 
lished without any formal organizational procedures. No special legal 
requirements must be met, unless the venture is to be conducted under 
an assumed name or unless the business is to be of a type requiring a 
state or local license as a prerequisite to its operation. The former is 

readily complied with and the latter is a requirement unrelated to the 
form of business organization. 


Once established, the pattern of operation of the individual pro¬ 
prietorship is flexible. The single owner and "boss" has the distinct 
advantage of being able to make decisions regarding its conduct as the 
exigencies of the business may demand, unhampered by a board of 
directors or any other impediment to swift and decisive action. Thus 
new opportunities may be quickly grasped, new fields of business en- 

«ed, or old ones abandoned with a freedom of choice and celerity of 
execution granted only to the sole proprietor. * 
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PROPRIETORSHIPS 


DISADVANTAGES INHERENT IN A SOLE 

PROPRIETORSHIP 

Simplicity of structure not only accounts for the advantages of the 
sole proprietorship as a mode of conducting business, but conversely 
is the source of its chief disadvantages. 

Foremost among these disadvantages is the complete liability of the 
proprietor for all the obligations of the enterprise. As we shall see 
later, this outstanding handicap is also present in the partnership form 
of organization but not in the corporation, where the stockholders enjoy 
limited liability. In a partnership, a partner who has discharged more 
than his share of the firm’s ordinary obligations has—for whatever it 
may be worth in the particular case—either a right of contribution from 
the other partners of their respective shares of the total obligations, or 
the right to be reimbursed or indemnified by the partnership itself. The 
sole proprietor shoulders alone the obligations that he can so freely 
create. His liability is entire and unshared. 

This complete liability is accompanied by the full responsibility 
which the individual proprietor must assume at all times for the con¬ 
duct of the business. Being the sole boss, he is in a position to call 
the shots,” but by the same token he cannot avoid bearing the burden 
of all weighty decisions. True, he can delegate many minor responsibili¬ 
ties to his employees (and if he is a capable executive he will do so 
whenever possible), but the "yoke” must be borne ultimately by the 
proprietor himself. Unlike a partner, there is no one on his own plane 
of responsibility with whom to share the mental load. Unlike the cor¬ 
porate executive, there is no fellow-officer or director with whom he 
can divide the responsibility for the management of the enterprise. 

A third disadvantage of the proprietorship is that whereas the 
owner is entitled to all the profits, he must also bear all the losses. 
There are few businesses that can show net profits year in and year out, 
and when a poor year does come, the sole proprietor must stand the 

loss alone. 

A disadvantage which circumscribes the field of operations of sole 
proprietorships generally is the limited capital funds usually available 
to them. Ordinarily, such an enterprise must be conducted with the 
money which the owner can personally put into it, supplemented only 
by the money he can borrow and the credit he can obtain. Consequently 
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he must usually forego opportunities requiring considerable investments 
of capital. But many of these same opportunities might be grasped by a 
partnership, since the resources of all the partners may be made avail¬ 
able, or by a corporation, in which the funds of numerous individual in¬ 
vestors are pooled to form the capital of a single corporate enterprise. 

We now take up that disadvantage of the sole proprietorship which 
most concerns us: the fact that the proprietorship ends with the death 
of the proprietor. This follows from the circumstance that such a busi¬ 
ness has no legal entity apart from the owner. Immediately upon his 
death, the assets and liabilities of the business become assets and lia¬ 
bilities of his estate along with—and in the absence of special statute, 
special agreement, or special will provisions, not distinguishable from 
—all of his other assets and liabilities. In any event, the old proprietor¬ 
ship is gone and unless effective plans have been made in advance by 
the proprietor, the once profitable and valuable going business will go 
out of existence with substantial losses to his family and to the com¬ 
munity as a whole. These losses will be discussed in some detail in the 
following chapter. 



CHAPTER 2 


Termination of a 
Sole Proprietorship 


CAUSES OF TERMINATION 

Termination of a sole proprietorship may be 
brought about either by the voluntary act of the proprietor or from 
causes beyond his control as, for example, bankruptcy or death. 

Voluntary termination. Since he owns and directs the business 
entirely by himself, the individual proprietor may conclude at any time 
to cease operations. In such event, he would first fulfill outstanding com¬ 
mitments and then liquidate the assets of the proprietorship in what¬ 
ever manner he believed was to his best advantage; or he might sell the 
business as a going concern to a partnership or to a corporation. Again, 
he might decide to continue the business, but not as a proprietorship. 
This he could accomplish by taking in a partner or by incorporating 
the enterprise. Voluntary changes such as these are, of course, a com¬ 
monplace sight in the daily "kaleidoscope” of the nation s business. 

Death of proprietor. In the previous chapter it was pointed out 
that, at the death of the proprietor, the proprietorship is terminated 
because it has no legal entity distinct from that of the proprietor as an 
individual. When a proprietor dies the assets and liabilities constituting 
the proprietorship immediately become assets and liabilities of his 
estate along with his so-called personal assets and liabilities. 

But his death generates a problem peculiar to a proprietorship busi¬ 
ness: until an executor or administrator is appointed by the probate 
court, the business operations must cease entirely since no one possesses 
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legal authority to act. This sudden and immediate interruption of busi¬ 
ness continuity will persist until a personal representative qualifies in 
the probate court. In Re Stewart’s Will, 109 N.Y.S.2d 609 (1951), the 
executor did not qualify until one month after the proprietor’s death; 
in Re Kitzes’ Estate, 109 N.Y.S.2d 673 (1951), the executor qualified 
two months after the proprietor’s death. In both of these cases, rents 
accrued for stores idled during the interregnum. Obviously, this period 
may be a costly one. This being so, some probate courts have used the 
technique of promptly appointing a temporary administrator and giving 
him authority to keep the proprietorship business in operation during 
the interim until the regular personal representative qualifies. This tech¬ 
nique was used in Graybar Electric Company, Inc. v. McClave, 91 Ariz. 
223, 371 P.2d 350 (1962), discussed in the following chapter. 

If the proprietor has left a valid and subsisting will, his property and 
obligations will be administered by his executor in accordance with its 


terms. If there is no will, an administrator will be appointed to wind 
up his affairs in conformity with the applicable probate and intestate 
laws. Briefly sketched—and consequently over-simplified—the adminis¬ 
tration of his estate in either event will require his personal representa¬ 
tive (executor or administrator, as the case may be) to take possession 
and to inventory all of the deceased proprietor’s property, conserve it, 
convert it into cash (excepting real property, property specifically be¬ 
queathed by will, and items agreed to be accepted by the heirs in kind 
unless these items are required for the payment of debts or preferred 
egaaes), pay the expenses of administration and the obligations of the 
eased, and distribute the remainder to those properly entitled to it. 

tin,l a r| Pr0C - C i dUre . aS t0 thC P ro P rietorshi P ^sets and liabilities is par- 
cularly rigid and costly, but departure from it may be made under cer- 
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ECONOMIC EFFECTS OF TERMINATION OF 
PROPRIETORSHIP BUSINESS 

The deleterious economic effects of terminating the proprietorship 
business on the death of the proprietor are five-fold. The first relates 
to the general economy and the others relate to the economic status of 
those immediately concerned. 

Effect on the general economy. The sustenance of our economic 
life consists of the innumerable commercial transactions occurring con¬ 
tinually within the nation. The "blood corpuscles” that carry this 
nourishment into every community are its business units—its proprietor¬ 
ships, partnerships and corporations. When one of these units goes out 
of existence and its business is terminated, whether it be a large, na¬ 
tionally known corporation or a small, local proprietorship, the eco¬ 
nomic might of the country is to that extent weakened. 

Careers of employees interrupted. Most proprietorships have 
in their employ one or more employees whose livelihoods and those of 
their dependents are derived from the business. Termination of the 
enterprise, of course, destroys these jobs, usually with financial loss to 
the employee and to the community. To the newer and younger em¬ 
ployees, the set-back will be temporary, but to those old in years and 
service, the loss often will be permanent. 

Stoppage of income to the family from the business. During 
the lifetime of the proprietor, his income consists of the profits made 
from the business transactions of his proprietorship. He and his family 
live on this income. But on his death, these transactions cease abruptly, 
except for the completion of any contractual obligations which may 
have to be carried out by his executor or administrator. With their 
generating source rendered impotent, profits are no longer made and the 
flow of sustaining funds to the family is arrested. This loss of income 
can be substantial. In Matter of Dennis’ Estate, 136 N.Y.S.2d 84 (1954), 
for example, the probate court refused to authorize the Temporary Ad¬ 
ministrator to continue, except for the purpose of liquidation, an ex¬ 
cavating business that was grossing $10,000 monthly. 

Possible delay in administration of the estate. Among the 
duties of the executor or administrator is the carrying through to com¬ 
pletion of the unfinished contractual obligations of the deceased pro¬ 
prietor, excepting, however, those contracts that were to have been per- 
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formed only by him personally. The law on this subject is well stated 
in Re Sformer’s Estate, 385 Pa. 382 (1956), as follows: 


The general rule is that to the extent of the assets that come 
into his possession, the personal representative of a decedent is 
responsible on all contracts incurred by decedent in his lifetime. 
. . . An exception to this rule is: * ♦ * ^7here the agree¬ 
ment is for services which involve the peculiar skill of an ex¬ 
pert, by whom alone the particular work in contemplation of the 
parties can be performed, or more generally, where distinctly 
personal considerations are at the foundation of the contract, the 
relation of the parties is dissolved by the death of him whose per¬ 
sonal qualities constituted the particular inducement to the con¬ 
tract. . . Billings’ Appeal, 106 Pa. 558. 


For example, a sole proprietor engaged in the contracting business 
and carrying on extensive operations in many localities may have con¬ 
tracted with Jones to fill in a tract of low land. The proprietor dies His 
contract with Jones is not discharged and his personal representative 
will have to perform it unless he can procure a release on terms satis¬ 
factory to the probate court and to all those interested in the estate 
The foregoing example, which was taken from the Restatement, Law 
of Contracts (1932), Volume 2. page 857, illustrates a rule of ancient 
orrgm In the early English case of Quick v. Ludburrow, reported in 
3 ulstrodes Reports, 30, in the year 1685, Chief Justice Coke said- "If 
man be bound to build a house for another before such a time, and he 
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has entered into and that have outlived him. Such delays invariably 
result in increased administration costs, and create vexations, if not hard¬ 
ships, for the heirs. 

Shrinkage of assets upon liquidation. As stated by Henderson, 
Surrogate, In re hazels Estate, 247 N.Y.S. 230 (1930): "It is the duty 
of the administrator to convert the assets of the estate into money within 
a reasonable time after his appointment.” In the event the deceased 
proprietor leaves a will, it is the duty of his executor to convert all per¬ 
sonal property into cash except that specifically bequeathed or that per¬ 
mitted by the will or consented to among the heirs to be distributed "in 
kind.” Delivery of specific items of property, however, even though di¬ 
rected or permitted, can be accomplished only to a limited degree in any 
case, because a substantial amount of cash is required in every estate 
to pay the costs of last illness and funeral, taxes, executor's fees, legal 
fees, probate charges, and all outstanding personal and business debts. 
Normally, delivery in kind of the assets of a proprietorship is utterly 
impracticable, not only because of the need for cash to pay the above 
items (which on the average will absorb approximately one-third of the 
gross estate value), but also because the unsuitable nature of such assets 
makes them unacceptable to the heirs as bequests "in kind.” Therefore, 
in the absence of specially designed plans for the disposal of a pro¬ 
prietorship business, it will be incumbent upon the personal representa¬ 
tive, whether executor or administrator, to liquidate the assets of the 
business for cash. 

It is common knowledge that the liquidation of the assets of an 
enterprise usually results in severe losses. Accounts receivable will be 
impossible to collect in full. The forced sale of inventories must often 
be made at fractional prices and equipment frequently is sold at great 
sacrifice. Moreover, good will, an asset that accounts for a significant 
percentage of the profits in many an active business, evaporates upon 
the closing out of the enterprise by the personal representative; its value 
is totally lost. Only on those rare and fortuitous occasions when a single 
buyer can be found who will purchase the proprietorship business in 
bulk” as a going concern will these sacrificial losses be materially re¬ 
duced. And only when the proprietor, during his lifetime, has set up an 
effective plan for the continuation of his business—a plan to prevent the 
normal processes of estate liquidation from running their costly course 
—will this destruction of values be surely averted. 
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The ruinous economic effects of the termination of the proprietorship 
business on the death of the owner are such that every proprietor should 
search diligently for a business continuation plan that will enable him 
to pass along to his heirs the true ‘going” value of his enterprise. 



Part II 


PLANS USED IN ATTEMPTS 
TO AVOID LIQUIDATION 
AT THE DEATH OF 
THE PROPRIETOR 1 


CHAPTER 3 

Continuation of the 
Business Without Authority 


The heavy financial losses that are precipitated 
when a proprietorship business is liquidated on the death of the pro¬ 
prietor clearly demonstrate the need for some plan that will avoid such 
liquidation. In the hope of avoiding a sacrifice of values, many schemes 
have been attempted to keep such business operating. In this and the two 
following chapters, we shall examine various plans that have been im¬ 
provised after the proprietor’s death. 


CONTINUATION BY THE PERSONAL 
REPRESENTATIVE 


Upon the death of a proprietor, one of the duties of his persona 
representative is to take possession immediately of the assets of the 
proprietorship. Frequently these assets represent a thriving, profitable 


1 In Part II, Chapters 3 through 6 deal with alternatives to 
after the proprietor's death; Chapter 7 treats of alternatives to 
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business, and the executor or administrator, well aware of this fact but 
ignorant of the legal perils involved, may decide on his own initiative, 
without authority, to continue operations for the benefit of those in¬ 
terested in the estate. This happened in the case of In re Moran’s Estate, 
261 Pa. 269, 104 Atl. 585 (1918). 

In re Moran. Patrick F. Moran was the proprietor of a leased hotel 
in Scranton, Pennsylvania, at the time of his death in April, 1913. His 
widow, Daisy M. Moran, was appointed administratrix with the will 
annexed. The will contained no authority to continue operating the 
hotel, but Mrs. Moran nevertheless decided to continue its operation 
until the lease expired in April, 1914. The following quotation from 
the case, an appeal from her accounting proceeding in the probate court, 
shows that Mrs. Moran’s decision cost her heavily. 


In the conduct of the hotel Mrs. Moran expended $9,786.79 
and received $8,726, sustaining a net loss of $1,060.79, for which 
she claims credit in the account. This was properly disallowed. 
The will gives no authority to continue the business, and as a 
general rule in such case the executor or administrator may not 
properly do so; when he does, the gain, if any, belongs to the 
estate, while the loss falls upon him. Allam’s Estate, 199 Pa. 573, 
583, 49 Atl. 252. It was Mrs. Moran’s duty to make disposition 
of the property for the best price obtainable. ... 


Thus, we find that Mrs. Moran paid over one thousand dollars to learn 

that, should a personal representative continue a business without author- 

hy, the gain, if any, belongs to the estate, while the loss falls upon” 
the personal representative. 


However, the "tuition” paid by Mrs. Moran for her lesson was small 
when compared with the judgments rendered in many cases. A con- 
siderab'y larger surcharge was meted out in Re Mick’s Estate, 168 
N.Y.S.2d 859 (1957). Arthur R. Mack had conducted a grocery atom 
n Lyons, New York, for some time prior to his death in 1955. His 
widow renounced her right to administer the estate in favor of her 
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the daughter extended further credit and incurred additional accounts 
payable in operating the store during the succeeding ten months until it 
was sold. The daughter lacked experience in business and in estate ad¬ 
ministration, with the result that "the operation of the store did not 
prove successful and at the time of the sale, there were insufficient assets 
to pay the claims of ail the creditors.” Ultimately, the family residence 
was sold for the purpose of paying the decedent’s debts. 

The probate court imposed on the daughter surcharges of $11,730.87 
in connection with her operation of the business. Further, the court 
disallowed a merchant’s claim against the estate to the extent it repre¬ 
sented merchandise supplied the store after the proprietor’s death, the 
opinion stating: "Since the representatives of this company were well 
aware of the conditions and were presumed to know that the adminis¬ 
tratrix had no legal authority to carry on the business, they must look 
for payment of this amount to the administratrix, Rosemary D. Mack, 
individually.” 

As the foregoing cases clearly show, the unauthorized continuation 
of a proprietorship business by an inexperienced personal representa¬ 
tive, instead of avoiding sacrifice of estate values, usually results only 
in sustaining additional losses, for which the imprudent executor or 
administrator is personally liable. 

Before leaving this discussion of a personal representative’s unauthor¬ 
ized continuation of a proprietorship business, something should be 
said of the difficulty in determining, under certain circumstances, whether 
or not a continuation is authorized. On the one hand, the personal 
representative has the duty to conserve the estate assets; on the other, he 
is penalized if he continues the business without authority. Where is the 
dividing line, in the absence of authority by will, court order or statute? 
In the absence of such authority, the personal representative must at 
his peril guess where the line will be drawn. The courts still draw a strict 
line. But, having become increasingly aware of the disastrous losses that 
follow piecemeal liquidation of a business, some recent cases show a 
tendency to approve continuation for a reasonable period in order to 
sell the business as a going concern—particularly when in fact the busi¬ 
ness has been sold advantageously and was operated profitably in the 
interim. This tendency is apparent in Re Ridosh , 5 App. Div. 2d, 67, 
169 N.Y.S.2d 54 (1957); 7 App. Div. 2d 534, 185 N.Y.S.2d 80 (1959). 

In re Ridosh. Nicolas Ridosh was operating a retail liquor store at the 
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time of his death. Having left no will, his widow was appointed adminis¬ 
tratrix. Soon after she qualified, one of the distributees offered to pur¬ 
chase the business for the price at which it was sold to a stranger about 
eighteen months later. Because the price was less than the attorneys for 
the estate and the distributees considered adequate at the time, and be¬ 
cause the offer required acceptance within two days, it was declined and 
the administratrix continued to operate the store until sold. She worked 
more than twelve hours a day, six days a week, had her meals in the 
store, and retained for herself wages at seventy-five cents an hour. AH 
during the period of operations, which were profitable, active efforts 
were made to dispose of the business. The distributees did not consent 
to the continuation of the business, and they challenged the administra¬ 
trix’ final account. The probate court surcharged her $2,836 as business 
profits unaccounted for, and $4,412 as wages retained by her. She ap¬ 
pealed to the New York Supreme Court, Appellate Division. 

The Appellate Division upheld the surcharge for profits unaccounted 
for, but remanded the case for further consideration as to whether the 
surcharge for wages was justified. On this, the opinion stated in part: 

Her retention of wages can be justified, if at all, only for such 
period as was reasonably required to liquidate the business and 
then only to the extent, if any, that her services were of a non- 
executorial nature. The general and well recognized rule is that a 
decedent s business may not be continued unless authorized by 
his will or by the beneficiaries affected, except temporarily for 
the purpose of liquidation. Willis v. Sharp, 113 N.Y. 586. . . . 

There is some recognition of a right to continue a business for a 
short time for the advantage of obtaining a better price on the 
sale of a going concern, and as to this it has been said: "In con¬ 
tinuing a business for such a purpose, however, care must be used. 

No definite rules have been established by the courts. Each case 
will be decided upon its own facts and circumstances.’' (3 
warren's Heaton on Surrogate’s Courts [6th ed.] 266.) 


Regarding the period reasonably required here to liquidate the business, 
the Court considered the circumstances unusual. There existed a mori- 
torium on the issuance of new liquor licenses, which tended to increase 
e v ue of good will. Time was necessary to consummate a sale sub- 
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and profitably to them. On remand, these circumstances were to be 
taken into consideration in determining the time that was reasonably 
necessary to sell the business. Also on remand, the Surrogate was to 
determine what portion of the administratrix’ wages were payment for 
nonexecutorial services. 

On remand, the Surrogate decided that one year was sufficient time 
to allow for disposal of the business, and that $26.25 per week for one 
year was sufficient compensation for nonexecutorial services. The weekly 
amount was based on a thirty-five hour week at seventy-five cents an 
hour. The administratrix again appealed to the Appellate Division. 

The Appellate Division disagreed with the finding that $26.25 per 
week for one year was sufficient compensation for the administratrix’ 
nonexecutorial services, and decided that $60 per week for fifty-four 
weeks should be allowed. Here is how it settled the matter: 

* * * There is no justification for such finding, particularly in 
view of the recent decision of the Court of Appeals in Matter 
of Tuttle’s Estate, 4 N.Y.2d 159, 167, 173 N.Y.S.2d 279, 286 
(decided subsequent to the prior decision of this court) which 
stated that in these modern times, there is no rule which says 
that an executor, who is an employee in decedent’s business, may 
not be paid a salary for working in the business. In the present 
situation, in our opinion the only issue is the length of time it was 
reasonably necessary for the administratrix to operate the busi¬ 
ness. 

The Surrogate opined "that operating such a business for a 
period of one year would satisfy the requirements of obtaining 
the best possible sale or disposition of the business.’’ With this 
we agree but add thereto the time from the signing of the con¬ 
tract of sale to its consummation, making a total of approximately 
fifteen months. The claimant was in no way responsible for this 
delay but rather it was due to the prospective purchaser applying 
for permission to remove the location of the business. We allow 
five days a week for nonexecutorial duties and consider fifty-four 
weeks at $60 per week or $3,240 fair compensation. This does 
not include commissions. 

This case shows clearly the recent trend, in New York’s higher courts 
at least, to allow a deceased proprietor’s personal representative a reason¬ 
able time during which to sell his business as a going concern. Even 
here, however, continuation of the business, though profitable to the 
distributees, resulted in surcharges against the administratrix of $2,836 
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for business profits unaccounted for, and $1,172 for wages retained for 
the period beyond which it was reasonably necessary to operate the 
business. 

Later we shall resume our discussion of the plight of the personal 
representative. 


CONTINUATION BY AN HEIR 

Sometimes the business of a deceased proprietor is carried on without 
authority, not by the personal representative himself, but by an heir. 
This was the situation in Martin Bros. Co. v. Peterson, 38 S. D. 494, 
162 N. W. 154 (1917). J. Peterson was engaged in the mercantile 
business in Newark, South Dakota at the time of his death in March, 
1909, and Bjorn B. Gislason, who lived in Minnesota, was named in 
the will and qualified as executor. At the time of Peterson’s death, his 
son Emil was in charge of and conducting the business for his father, 
and without authority to do so in the will, the executor allowed Emil 
to continue it in the name of the J. Peterson Estate. During the con¬ 
tinuance of the business, Martin Bros. Co. had sold goods to Emil, 
who was unable to pay for them because of financial difficulties. Martin 
ros Co. brought suit against Emil and also against Gislason, suing 
e latter both as an individual and as executor of the estate. The 
executor demed any liability on the ground that he had had nothing 
0 wi the continuation of the business. South Dakota’s highest court 

\ l T C C0Urt ' S deCiSi0n dismissin g the action against 
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in 11 R. C. L. Executors and Administrators, section 142 as 
follows: ’ 

An executor or administrator ordinarily has no power to 
continue the business in which the decedent was engaged 
at the time of his death; and this is true although he acts 
in the utmost good faith and believes that he is proceeding 
for the best interests of the estate. The penalty for continu¬ 
ing a business of the decedent without authority is the im¬ 
position of a personal liability on the executor or adminis¬ 
trator so doing for all the debts of the business. 

PERSONAL REPRESENTATIVE INDIVIDUALLY 
LIABLE WITHOUT RIGHT OF REIMBURSE- 
MENT (WHERE UNAUTHORIZED) 

The last sentence quoted is somewhat misleading without further ex¬ 
planation. In the absence of a special agreement or special statute, an 
executor or administrator is personally liable for the debts of a business 
which he continues, whether or not its continuance has been authorized. 
It is stated in part in 11 R. C L., s. 147: 

Although where a business or trade is carried on under the 
provisions of a will, by virtue of a statute permitting it, or by an 
order of a competent court, a personal representative will be re¬ 
lieved from individual liability to the estate for losses, he will 
continue to be bound personally for all debts incurred by him 
in reference to the business. The courts take the position that he 
need not carry on the trade and incur this hazard, although au¬ 
thorized or directed to do so by the will; but by engaging in the 
business he voluntarily assumes the responsibility of making its 
contracts his personal obligations. Such authority will also entitle 
the executor or administrator to be indemnified out of the estate 
for any liability lawfully incurred within the scope of the power. 

If, however, the testator has directed that particular assets shall 
be employed in the trade, the right of indemnity of an executor 
or of a person claiming through him will be limited to the par¬ 
ticular fund. 

The important distinction, therefore, is the personal representatives 
right of indemnity when authorized, and his lack of such right when 
not authorized, to continue a decedent’s business; in either case he as¬ 
sumes personal liability. 

Marshall Field & Co. v. Himelstein. The absence of this right to be 
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indemnified when an administrator continues a decedent’s business with¬ 
out authority was brought out in Marshall Field & Co. v. Himelstein, 
253 Mich. 344, 235 N. W. 181 (1931). In this case, the administrator, 
in continuing the business of deceased, had purchased merchandise from 
Marshall Field & Co. on credit, and, failing to pay the account when 
due, he was sued personally. The court held that he alone was liable 
for the debt, Michigan's highest court saying in part: 

In the instant case, defendant has no authority to continue the 
business. It was a personal undertaking altogether outside of his 
duties as administrator. He was not acting for his estate. He 
could not bind it by any of his contracts. His creditors could not 
sue him in his representative capacity. Their only remedy would 
be in an action against him personally. . . . His creditors could 
not look to the estate for payment of his debts. He alone was 
liable and, if he paid for goods received while conducting the 
business, the probate court could not reimburse him out of the 
assets of the estate. 

We saw this rule applied in the 1957 case of In re Mack’s Estate, 168 
N.Y.S.2d 859, where the probate court disallowed a merchant’s claim 
against the estate to the extent it represented merchandise supplied the 
decedent’s grocery store after his death, the store business having been 
continued without authority. 


TRADE CREDITOR MAY ALSO LOSE 

However, assuming the collectability of judgments obtained against 
personal representatives as individuals, it would be incorrect to con¬ 
clude that the trade creditor of a business continued without proper 
sanction never himself sustains the loss. In the following case it appears 
that the creditor "sat down between two chairs" with respect to part 

°f the debt owed him, neither the estate nor the representative indi¬ 
vidually being liable for it. 

W ' 1° nes Brewin Z Co - v. Flaherty, 80 N. H. 571, 120 Atl. 
432 (1923), the brother of the deceased, who had been appointed ad¬ 
ministrator, continued the decedent’s saloon business without authority 
nmnmg up a bill for ale purchased from the brewing company. He 

balance £ ? f0miSSOry note * to ^ company for part of this debt, the 

the facts- d J °a 0pe ”' b , 00k account - Both parties were acquainted with 
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estate and apparently had come to an oral agreement with the brewing 
company to look to the estate for payment. The notes not being honored, 
the company sued to recover on them and also on the open account 
owed. On the trial it was found that the administrator’s agreement with 
the brewing company provided for exclusion of personal liability on his 
part. However, a rule of evidence that forbids the introduction of parol 
evidence to vary or control a written contract excluded testimony on this 
agreement with respect to the notes, and the brewing company obtained 
judgment on them. As for the open account, however, the testimony, ac¬ 
credited by the jury and affirmed on appeal to New Hampshire’s highest 
court, was admitted to absolve the administrator of any liability. While 
the court did not have before it the question of the liability of the estate, 
it is obvious that since the administrator had no authority to act for it, 
he could not create any liability against it. Hence it appears that under 
the special agreement made, the brewing company was left without legal 
recourse with respect to the open account. In arriving at its decision 
in favor of the defendant, on the open account, the court stated in part: 

The question is not whether the estate is bound, but whether 
defendant is. If he fully disclosed the situation to the plaintiff, 
and the plaintiff chose to make a sale, or an attempted sale, to the 
estate, he is not made liable personally because it appears that the 
principal for whom he assumed to act was not bound. 

. . . The complement to the general rule that the administra¬ 
tion is liable is that— 

"He might have made a special contract, excluding any 
personal liability on his part, if he had chosen to do so.” 
Livermore v. Rand, 26 N. H. 85, 90. 

The evidence offered by the defendant tended to prove that this 
is what was done in the present instance. 

Thus we find a trade creditor absorbing a substantial portion of the 
cost of this unauthorized business continuation. 

The recent case of Graybar Electric Company, Inc. v. McClave, 91 
Ariz. 223, 371 P.2d 350 (1962), illustrates another situation in which a 
trade creditor may lose. Jesse Simmons had operated an unincorporated 
electric supply company and engaged in electric contracting under the 
name of Simmons Electric Company. His sister Betty was general man¬ 
ager. Following the proprietor’s death in July 1955, Betty was appointed 
special administratrix with power to operate the business for its preserva- 
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tion. She was later appointed executrix when the proprietor’s will was 
admitted to probate. His will did not authorize continuation of the busi¬ 
ness, nor did Betty request authority to do so under the Arizona statute; 
nevertheless, she continued to carry on the business in the same manner 
as she had done as special administratrix and as it had been conducted 
before the proprietor’s death. Graybar Electric Company, Inc., was a 
principal supplier of the proprietorship, and the line of credit it ex¬ 
tended prior to the proprietor’s death was continued thereafter. For a 
period of nearly seventeen months after the proprietor’s death, Gray¬ 
bar accepted payments on its open account from the funds of the estate. 
Ihese payments exceeded $50,000. 

In June 1957, the probate court approved Betty’s acts in carrying on 

the business, and found that the obligations incurred were those of the 

estate and not her personal obligations. Graybar was not a party to the 

probate proceeding and did not receive personal notice thereof. In 

January 1957 , however, it had commenced this action against Betty 

individually and as executrix for $5,542, the balance due Graybar for 

merchandise delivered after her appointment as executrix. The lower 

court held that Betty was not personally liable for the indebtedness, and 
Graybar appealed. 

Arizona’s highest court affirmed the judgment. It held that Graybar’s 
acceptance of estate funds for nearly seventeen months in payment for 

COnti ” Ue the business est0 PP e d it from claiming 
” at Bet ^ r was Penally liable for the balance due. The following 
paragraph from the opinion is enlightening: 
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pellee is individually liable, Tootle-Campbell Dry Goods Co. v. 
Knott, 4 3 Ariz. 210, 29 P.2d 1056, but for which appellant is 
subject to a similar liability. Stark v. National City Bank of 
New York, 278 N.Y. 388, 16 N.E.2d 376, 123 A.L.R. 99. 

The opinion noted that the business continuation was justified to some 
extent because some electrical contracting jobs were in progress when 
the proprietor died. Completion of these jobs, and the purchase of sup¬ 
plies with which to do so, was consistent with winding up the affairs of 
the estate under the rule that personal representatives are bound by the 
contractual obligations of their decedents. The opinion added, however, 
that the volume of business carried on indicated that Betty had entered 
into new contracts. As to these, she "would ordinarily engage in them 
at her peril being expenses incurred on her personal responsibility for 
preservation of the estate and subject to approval of the court as to 
necessity and value.” As to these, she avoided judgment against herself 
individually only because of Graybar’s inconsistent prior conduct in ac¬ 
cepting estate funds. 

ESTATE MAY PROFIT, BUT NOT PERSONAL 

REPRESENTATIVE 

In most of the foregoing cases, the proprietorship businesses were 
continued with consequent losses. Because of the inexperience of the 
executor or administrator in the particular business involved and often 
because of his lack of vital concern, "red ink” results are usually to be 
expected, but there are some exceptions. One of these is well illustrated 
in the case of Matter of Peck, 79 App. Div. 296 (1903), affirmed, 177 
N. Y. 538. 

Matter of Peck. George Banker, at the time of his death, was engaged 
in the business of selling certain merchandise under patents owned by 
himself. His will left all of his property to his wife, Henrietta, and 
nominated Peck as executor. Although no authority was given in the 
will to continue the business, Peck and the widow immediately entered 
into a partnership agreement to do so. The widow, however, died 
twelve days after the death of her husband, and since her will had 
named her husband as executor and Peck as contingent executor, the 
latter took charge of all the assets. He then decided to continue the 
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business himself, despite the advice of his lawyer that Peck as executor 
would be personally liable to the widow’s estate and legatees for any 
losses incurred, and that whatever profits he might make would be 
deemed the property of the estate. 

Peck continued the decedent’s business for over a year and made out 
very well, finally selling the business on satisfactory terms. In his ac¬ 
counting, he showed a profit of $2,764.31 after he had deducted 
$2,371.53 paid to his son for services rendered as his assistant in run¬ 
ning the store, and also the sum of $3,071.95 as compensation to him¬ 
self in conducting the business. The final decision in the case held him 
liable not only for the profits as shown in his account, but also for the 
additional sum of $3,071.95 he had credited to himself as salary. The 
opinion stated as follows: 


It is a well-settled rule of equity that a trustee is not permitted 
to deal with the trust property so as to gain any advantage, di¬ 
rectly or indirectly, for himself, beyond his lawful compensation. 
He may not use it in his own private business. He may not make 
any incidental profits for himself in its management, and he may 
not acquire any pecuniary gains from his fiduciary position. The 
beneficiary is entitled to claim all advantages actually gained, and 
to hold the trustee chargeable for all losses, if any, happening 
from a violation of his duty. (Pom. Eq. Juris, s. 1075.) Within 
this rule I am unable to see upon what theory Peck may with¬ 
hold from the estate of which he is executor any portion of such 
earnings to his own use or benefit. ... The estate owes him 
nothing for his services, but may, under the rules of equity, de¬ 
mand from him everything that he —that is, his labor and skill— 
has succeeded in clearing up out of the business. And such de¬ 
mand is imposed against him for his wrongful act in using the 
funds of the estate in a manner forbidden by law. 


At first glance, the result in this case seems to conflict with that in 
, Ridosh > d »scussed earlier in this chapter. Both, however, reflect the 
rule that a personal representative may not receive compensation for 
nonexecutonal work done during the period of unauthorized continua- 
tion °f the decedent's business. There, the business was held properly 
contmued for a period of fifty-four weeks; hennas the last-quoted 
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SUMMARY 

The following short but sufficiently explanatory quotation from the 
surrogate’s opinion in In re Archer, 11 Misc. 288, 137 N.Y.S. 770, 774 
(1912), succinctly sums up the liability of the personal representative 
to the heirs if he continues a proprietorship without authority: 

The executors, not having authority under the will to either 
continue the brick-manufacturing business of the testator or to 
engage as executors in a new brick-manufacturing business, were 
bound to account for the net profits derived from these businesses, 
or, at the option of those entitled thereto (who herein elected 
to accept the net profits), to refund the amount of the property 
diverted, with 6 per cent interest. Matter of Peck . . . [Other 
cases also cited]. 

Clearly, the position of the estate in the law of unauthorized con¬ 
tinuance of businesses in relation to the personal representative is "heads, 
I win—tails, you lose.” In carrying on a business without authority the 
representative violates his fiduciary duty. Moreover, he risks his own 
savings because of the personal liability he alone must assume without 
the right of indemnity for obligations created in continuing the enter¬ 
prise. And if his business ventures prove successful, he is told, as were 
the executors in the Archer case, that "the court will not permit them 
[him] to profit by their own misconduct.” The estate, on the other hand, 
is protected to the best ability of the courts. If, perchance, profits are 
made, they go to the lucky heirs; and if profits are not made, the per¬ 
sonal representative is surcharged for the losses. But it must never be 
forgotten that a judgment is only as good as its collectability. Obviously, 
unauthorized continuance as an alternative to the liquidation of the 
business, spawned from a breach of trust, and nurtured solely by the per¬ 
sonal liability of the executor or administrator as an individual, is the 
antithesis of a solution to the problem. 



CHAPTER 4 

Continuation of a 
Proprietorship Business 
on Consent of the Heirs 


OCCASIONALLY, UPON THE DEATH OF A PROPRIETOR, 

his heirs will request the personal representative to continue the pro¬ 
prietorship business or, if they are importuned by such representative, 
will give their consent to it (although such continuation has not been 
authorized), in the hope that the enterprise will ultimately be disposed 
of as a going concern and forced liquidation of its assets will be avoided. 

The effect of such consent on the parties concerned will now be ex¬ 
amined. 


MINOR HEIRS CANNOT CONSENT 

This improvisation is in the first instance confined to those situations 
m which al of the heirs are adults, minor heirs being legally incapable 

ca SanCtl ° n ' This limitation is cl eariy brought out in the 

rii' Daiy ’ 79 N - j - % 36 - 80 au - 994 < i9n >-»^ 


o„? n on business, the executor clearly acted with- 

the »\ n( * beCauSe of the g^era 1 rule relating to 
were t " °/, but also because all of the legatees 

0 “ S COnSentinfi t0 ^ 


29 



30 


PROPRIETORSHIPS 


This limitation, among other things, placed the administrators in an 
anomalous tax position in Mellott v. United States, 257 F.2d 798 (1958). 
Mellott, a road contractor and strip-coal mine operator, died intestate 
in 1948. He was survived by his widow and three children, two of 
whom were minors. The widow inherited one-third of the estate, and 
the three children the remaining two-thirds in equal shares. The widow 
and adult son were appointed administrators; a bank was appointed 
guardian of the minor children. 

The administrator continued to operate the decedent’s business, 
pending final distribution of the estate. The estate’s income tax return 
for the fiscal year ending June 30, 1949 reported a sizable net income. 
Since this was distributable currently to the heirs under the applicable 
Pennsylvania law, they reported it, leaving the estate with no taxable 
income. The estate’s return for 1950, however, reported a net operating 
loss amounting to about three-fourths its previous year’s net income. 
The administrators did not amend the estate’s return to include the 
carry-back of the net operating loss; instead, each of the heirs claimed 
his aliquot part on an amended 1949 individual tax return and filed 
claim for refund. The federal district court held that only the taxpayer 
sustaining the loss could take advantage of the carry-back, and that tax¬ 
payer was the estate. 

The Court of Appeals for the Third Circuit affirmed the decision. 
While agreeing with the district court’s reasoning, the higher court also 
pointed out that the position of the heirs was "utterly without merit 
under the applicable Pennsylvania law which they have chosen to dis¬ 
regard.” Under well-settled Pennsylvania principles, not only was the 
net income of an intestate decedent’s estate distributable to his next of 
kin, but also the loss falls upon an administrator where he continues to 
operate an intestate’s business. For the latter principle, the court foot¬ 
noted the case of In re Moran’s Estate, previously discussed, along with 
a later Pennsylvania case. Then the opinion continued: 

Under the principles stated, the decedent’s estate, as earlier 
noted, during its first fiscal year ended June 30, 1949, had no 
taxable income because its entire net income was distributable 
under Pennsylvania law to the heirs, and, under Section 162(b) 
of the 1939 Code it was allowed a deduction for income currently 
distributable; and the estate, during the second fiscal year ended 
June 30, 1950, for which it reported an operating loss in its 
fiduciary income tax return, actually had no loss, because under 
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Pennsylvania law the loss fell upon the administrators and they 
were bound to save the estate harmless. 

The administrators are truly in an anomalous position. In their 
separate identity as heirs (and taxpayers) they assert an operating 
loss to the estate with respect to which they are chargeable under 
Pennsylvania law. If they had reimbursed the estate for the 
operating loss as they were required to do the estate would, of 
course, have suffered no loss in 1950. Instead they seek, as heirs, 
a recomputation of their 1949 individual tax returns by reason of 
the estate's operating loss during 1950, and try to reap a financial 
benefit, at the government’s expense, in a loss situation for which 
they are alone liable under Pennsylvania law. 

A footnote to the opinion summarized the Pennsylvania statute under 
which a court may authorize the personal representative to continue the 
decedent’s business, prescribe the terms of such operation, and the 
extent of the personal representative’s liability. Being effective January 1, 
1950, it could not have been made applicable here. It would not func¬ 
tion, in any case, without the necessary court order. 


PERSONAL REPRESENTATIVE NOT LIABLE TO 
CONSENTING HEIRS FOR LOSSES 

Even if all heirs are competent adults, the personal representative has 
a difficult if not impossible task to obtain their unanimous consent to 
keep the business running, for usually some of them are inaccessible or 
they are unwilling to expose their heritage to the risks involved. But 
u all of the heirs are of age, are within reach, and are competent and 
willing to consent, their unanimous sanction to the continuation of the 
business by the executor or administrator usually gives him a modicum 
of protection, at the expense of the heirs. If, under such circumstances 
pro ts result, the obligation of the personal representative to turn the 
increment over to the heirs remains unchanged. But if the personal 
representative sustains losses, the consenting heirs will find that they 
have surrendered their right to hold him liable. The rule is well stated 

““ ° f ln *** (Wash.) at page 124 of 165 Pac.. in 
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in such business. Swaine v. Hemphill, 165 Mich. 561, 131 N W 
68, 40 L. R. A. (NS) 201. 

This rule is stated even more clearly in Mathews v. Sheehan, 76 Conn. 
654, 56 Atl. 694 (1904), as follows: 

Where an administrator or executor, acting in good faith and 
with ordinary care and prudence for the good of the beneficiaries 
of the estate, deviates, with their consent and approbation, from 
the strict line of his duty, and loss results therefrom—as for in¬ 
stance by continuing the property in business without authority— 
the consenting beneficiaries cannot charge the representative of 
the estate with such loss. Poole v. Munday, 103 Mass. 174; 
Duffield v. Brainerd, 45 Conn. 424. 

The facts of this last case show an interesting application of the 
principle. At first all the heirs had consented to a continuance of the 
decedent’s business activities by the administrators, but some months 
later, in February, 1893, one of them withdrew her consent. The admin¬ 
istrators were held liable to her for any losses to her distributive share of 
the estate occurring after February, 1893. 

Sometimes, however, a consenting estate beneficiary waits too long 
before withdrawing his consent. This occurred in Re Conners’ Estate, 
23 Ill. App.2d 240, 161 N.E.2d 871 (1959). The decedent, who had 
operated a cigar stand in Chicago, named his brother William executor 
and residuary legatee under his will. Since William lived in New York, 
it was decided that his niece be appointed administratrix and that she 
should operate the cigar stand. William gave her $300 to continue 
operation of the business, and from time to time inquired how the busi¬ 
ness was going. The niece’s final account showed the setting up of a 
$15,000 trust fund for the benefit of William and his sister, and the 
distribution of $25,000 in cash and property to William as residuary 
legatee. The continuation of the business, however, showed a loss of 
$6,933. William had received a copy of the final report before the 
court approved the final account, and he had receipted for all that was 
due him under it. Then he tried to get the order approving the final 
account set aside and the administratrix surcharged for the loss sustained 
in operating the cigar stand. He relied on the Illinois statute that gives a 
personal representative authority to continue a decedent s business for 
one month, "and for such further time as the court from time to time 
may authorize on petition." The niece had not petitioned the court for 
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authority. The Appellate Court of Illinois affirmed judgment in favor 
of the niece on the ground that a legatee who accepts his share of an 
estate, as shown by the final report and account, after he had notice 
thereof together with a copy of the report, cannot challenge an order 
approving them. Regarding the operation of the business without author¬ 
ity, the opinion stated: 

Courts have held that it is the duty of an administrator or 
executor to close an estate promptly and that he has no right to 
continue a decedent’s business without incurring personal lia¬ 
bility, except in compliance with the statute with respect thereto. 

[Cases cited—Ed.]. In none of the cases cited, however, was any 
agreement made with a legatee who alone was interested in the 
operation of the business. 

In the instant case plaintiff by his agreement with defendant 
that the business should be continued, by his advancement of 
cash to do so, and by his acceptance of the sum paid to him 
upon approval of the final report and account is estopped to com¬ 
plain that defendant operated the business without the formal 
approval of the court. Plaintiff was the only party in interest and 
undoubtedly all that would have been needed to secure the court’s 

formal approval to the continued operation of the business was 
plaintiff's consent. 


PERSONAL REPRESENTATIVE NEVERTHELESS 

LIABLE TO CREDITORS 

representative is relieved of liability to the 
consenting heirs for losses incurred in continuing a decedent’s business, 

he remains in financial jeopardy nevertheless. It has been noted earliei 
7* “ executor or administrator who continues the business of a 
deceased becomes personally liable for the obligations entered into on 
tehalf of such business. If the assets of the business are sufficient for the 
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hazard to the personal representative than do the new creditors of the 
continuing business. As stated in § 259 of 21 American Jurisprudence: 
"A personal representative who carries on the trade or business of his 
decedent without authority may be relieved from individual liability 
for resulting losses by conduct amounting to estoppel on the part of 
those interested in the estate, as where he does so at the solicitation or 
with the consent of all beneficiaries interested in the decedent's estate, 
notwithstanding he did not inform the beneficiaries that the operations 
were not being conducted at a profit.” We noted the application of this 
rule in the Conners case. Relief from individual liability, however, re¬ 
quires the consent of all persons interested in the estate, including all 
the creditors of the estate as well as all the heirs. The effect on the per¬ 
sonal representative of failure to obtain the consent of the decedent's 
creditors is dramatically illustrated by the decision of Pennsylvania’s 
highest court in the case of In re Shinn's Estate, 166 Pa. St. 121, 30 Atl. 
1026, 1030 (1895). 

In re Shinn’s Estate. Before his death, William P. Shinn, a resident 
of the state of Pennsylvania, had taken a twenty-year lease on a tract of 
iron-ore land in Westchester County, New York, that granted him the 
right to mine and remove the ore at an annual minimum royalty of 
$5,000. During his lifetime, Shinn had expended more than $100,000 
in improvements and patents, and when he died there was a chattel 
mortgage on the leasehold and other charges of about $40,000. At 
Shinn’s death, his next of kin, after examining the leasehold, advised 
the administrator of the estate to continue the operation. This was done, 
but without his consulting the estate’s creditors. The administrator then 
expended $44,736.36 of general estate funds in an effort to make the 
iron-ore mining project successful. However, as stated in the courts 
opinion, "The business proved a most disastrous failure.” On his ac¬ 
counting, the administrator claimed credit for the expenditure of this 
money. The decision of the court surcharged the administrator for the 

$44,736.36, the opinion stating in part: 

On the facts found, the action of the administrator was wholly 
unwarranted. The iron-ore operation was a speculative venture, 
which the decedent, in his lifetime, had a perfect right to enter 
upon. His business was to accumulate an estate. If his ventu 
turned out successful, he reaped the profits; if«nsu«^ no 
others were interested or had a right to complain. But the busi- 
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ness of this administrator was not to make money for the estate 
by hazardous ventures, but to save that which came into his 
hands, for creditors and kin, by prudent business management. 
. . . Without consultation with the creditors, with no cautionary 
order from the court on a statement of the facts, he put into this 
plant, in hopes of profit, this large sum of money—money real¬ 
ized from the estate in Pennsylvania. The business proved a most 
disastrous failure. The whole was sold under legal proceedings 
in New York, and did not bring the amount of claims against it. 
He advised with none as to the judiciousness of expending this 
$45,000 of the creditors' money, except those whose interests 
were, in a certain sense, antagonistic to the creditors. . . Joseph 
A. and John K. Shinn, next of kin, examined the property, and 
they advised him to continue it in operation. It was to their 
interest to do so. They, doubtless, knew, as did the administrator, 
that, unless at least a portion of the large amount invested in this 
operation by decedent in his lifetime was saved, the estate was 
practically insolvent. If it proved successful, there would be a 
surplus to go to them (the next of kin); if unsuccessful, they were 
no worse off, as the loss would fall upon the creditors. Yet the 
administrator took the creditors' money, and invested it in a wild 
speculation. He might almost as safely have invested it in stocks 
on the prospect of a rise. This was not ordinary business sagacity 
or prudent management. His conduct, on the facts found by the 
auditing judge, therefore, warranted the surcharge. 


SUMMARY 

The plan of continuing a proprietorship business by the personal 
representative on consent of the heirs has now been examined in suf- 
haent detail to make evident the conclusion that it is at best a financially 
ngerous expedient. The heirs, by their own consent, forfeit their most 
valuable legal right: the right to hold the personal representative to 
coun . The executor or administrator is nevertheless personally liable 
any new creditors, and remains primarily liable to the present creditors 

obvioL ^ t0 extent he is ^ged with estate assets. For these 
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CHAPTER 5 

Continuation of a Proprietorship 
Business on Consent of All 

Parties Interested in the Estate 


From what we have already seen, no well-in- 
formed personal representative unauthorized to continue the business of 
his decedent would do so without first obtaining the consent of all in¬ 
terested parties, both the heirs of the estate and its creditors. Now, 
let us see what happens when such consents, in fact or in effect, have 
been given. 

PERSONAL REPRESENTATIVE NOT LIABLE TO 
CONSENTING HEIRS FOR LOSSES 

Swaine v. Hemphill. One of the leading cases on the subject is 
Swaitie v. Hemphill, 165 Mich. 561, 131 N. W. 68 (1911)- Frederick 
J. Swaine had conducted a proprietorship in Ypsilanti, Michigan, con¬ 
sisting of a small malting business. At his death, his personal estate 
amounted to $16,261.01. His liabilities amounted to $16,132.14. His 
heirs were his widow and two daughters, the youngest about nineteen 
years old. The widow turned over to the administrator $5,650, consisting 
of life insurance which she had received on her husband s life together 
with a legacy from a brother, this fund to be applied against the debts 
of the estate. With the consent of all interested parties and fortified with 
a waiver of notice of hearing on his final account and a power o at 
torney from the heirs, the personal representative continued the malting 


36 


CONTINUATION ON CONSENT OF ALL PARTIES 


37 


business for eight years. During this time, the administrator paid 
$9,493.88 to the heirs, heated their home from the plant, paid for real 
estate improvements amounting to $1,578.66, and from time to time 
even sent a man from the plant to do work about their residence. Profits 
were realized in each of the first three years (during which the minor 
daughter became of age), but of the next five years only two showed 
a profit. 

When the administrator submitted his final account, showing a net 
loss of $1,685.65 in the operation of the business, his account was ap¬ 
proved by the court of probate. The widow and daughters then filed 
a bill of complaint, asserting that they had consented to the continuance 
of the business for only so long as it proved profitable, that the admin¬ 
istrator had continued it at a loss without informing them, and that he 
had frauduently secured their consent to his discharge as administrator. 
They petitioned that he be held liable for the loss and be ordered to re¬ 
imburse them for it. Michigan's highest court held, however, that where 
all the persons interested in an estate had agreed that the continuation 
of the decedent’s business was for the best interests of the estate, and 
a advised its continuance by the administrator, he could not be held 

personally liable for any resulting losses in the business. The court said 
in part: 


We are of opinion that it was the conviction of all the com¬ 
plainants . . . that it was best to continue the business in the 
hope that it might be disposed of as a going concern. Changes 
and improvements m the method of manufacturing malt and large 
ombmahons of malting interests made it impossible to realise 

defend^ ^ 7 0uld , be un i ust and unequitable to now compel this 
defendant to bear the loss occasioned by this course of action 
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lowed, the executor or administrator will be relieved from per¬ 
sonal liability if disaster follows. Schouler on Executors, p. 422, 
lays down the rule as follows: "We may presume that the per¬ 
sonal representative can never be strictly justified in deviating 
from the line of bailment or fiduciary duty. But in case of doubt 
as to his proper course he may protect himself by prudently pur¬ 
suing in advance one of two courses: (1) He may procure the 
advice and consent of all the parties in interest; or (2) he may 
take the direction of the court. * * * He may prosecute or de¬ 
fend suits, compromise claims upon the estate, or deal with the 
estate in a particular way, not usual or strictly legal, as by con¬ 
tinuing the property in business, and those parties in interest by 
whose request or consent it has been done, will not be permitted 
to impute it as maladministration”—citing Poole v. Munday, 

103 Mass. 174; Perry v. Wooten, 5 Humph. (Tenn.) 524; and 
Watkins v. Stewart, 78 Va. 111. 

With reference to the daughter who was a minor at the time of 
Swaine’s death, the court said: 

It is noted that no complaint is made of the continuation of the 
business during the first three years while it was making a profit. 
During those years the youngest daughter attained her majority, 
and had then a right as well as her mother and elder sister to 
demand discontinuance. This neither she nor they did. 

CREDITORS OF CONTINUED BUSINESS PREFERRED 
OVER CONSENTING ESTATE CREDITORS AS TO 
ASSETS EMBARKED IN TRADE 

In the ordinary process of administering an estate, the personal 
representative’s first duty is to conserve the decedent’s assets and to 
apply them so far as necessary to the payment of the claims of the estate 
creditors. When, however, these creditors consent to the continuance of 
a proprietorship after the proprietor’s death, they are in effect consent¬ 
ing also to the creation of new debts and new creditors. The estate 
creditors are allowing their claims to assets of the estate to be sub¬ 
ordinated to those of the new trade creditors. This is the primary hold¬ 
ing in another leading case, In re Ennis’ Estate, 96 Wash. 352, 165 Pac. 
119 (1917). 

In re Ennis’ Estate. A. C. Ennis had operated a dry-goods store in 
Elma, Washington. He died in January, 1911, without having made a 
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will and leaving a widow and four adult children. The widow was ap¬ 
pointed administratrix. The assets of the estate consisted of $4,000 of 
merchandise in his store and real estate appraised at $11,250. He owed 
$800 on the merchandise, $400 to a son, Mark, and $2,000 on a note 
given his bankers. Patently, the estate was solvent. Prior to his death 
Ennis had expressed a wish that his son Donald be entrusted with the 
carrying on of the business, and that, on settlement of his estate, Donald 
be paid $1,000 over and above his distributive share. Upon Ennis’ 
death, all the heirs entered into an agreement to carry out this oral 
wish. 


The store was conducted by Donald for more than a year, but the 
venture was not successful, and the heirs petitioned under the Wash¬ 
ington statute for an order of private sale of the stock of goods. This 
was granted, but it was not strictly complied with. The store at Elma 
was closed out and a new one opened at Centralia, the administra¬ 
trix assisting Donald at the new location. Several months later, after 
$3,824.82 of debts had been incurred at Centralia, Donald died. The 
following month the heirs procured another court order authorizing a 
private sale of the stock. From this sale the administratrix reported net 
proceeds of $879-90. The Centralia creditors then presented their claims 
to her, whereupon she petitioned the court for an order against the 
c aimants to show cause why their claims should not be disallowed on 

the ground that the purchases had been made by Donald without her 
Knowledge or consent. 


After a hearing, the court granted the order, and judgment was 
entered rejectmg the creditor’s claims. The trade creditors then appealed, 
ntending that they were not only entitled to have the proceeds of the 

creditn PP ^ d u g T St thdr daims ’ but ‘b* ^ ina ction of the estate 
editor the banking firm, gave the Centralia store creditors the right 
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added that such creditors had no rights against assets of the estate not 
embarked in the business. Regarding the decedent’s wish that his son 
Donald carry on the business, the court, said: 

Such a parol direction prior to death is not, however, recog¬ 
nized in law as a sufficient justification for a personal representa¬ 
tive to continue the business for the benefit of the family or estate. 
Raynes v. Raynes, 54 N. H. 201; In re McCollum, 80 App. Div. 

362, 80 N.Y.S. 755. The general rule is that a personal repre¬ 
sentative has no power to continue the business of a decedent 
unless expressly authorized by will, by statute, or by an order of 
the court. 

In reference to the first order granted by the court to sell the store 
stock at private sale, the opinion stated: 

This order goes no further than to authorize the disposal of 
the stock of goods. It does not authorize the continuance of the 
business to the extent of replenishing the stock of goods. 

Regarding the legal relationship that existed between Donald and his 
mother, the administratrix, the court said: 

We hold, however, that Donald Ennis, as manager of the store, 
was merely the agent of the administratrix, and that she would 
be bound by his acts within the apparent scope of his authority. 

. . . She is clearly estopped to assert that she is not bound by the 
acts of her agent, which she charges were in excess of his au¬ 
thority. 

In holding that the Centralia store creditors were entitled to the 
proceeds of the sale of store goods, the opinion stated as follows: 

Where the heirs and general creditors consent that that portion 
of the estate may be carried on as a business venture, they are 
estopped to dispute the liability of the trade assets of the estate for 
debts incurred therein by the administrator. ... 

The general creditor Hayes & Hayes, Bankers, never express y 
consented to the course of conduct here outlined; but, as e 
holder of a substantial claim, it must have been cognizant at is 
business was being conducted as a going business, and its ai ure 
to take any action to assert its rights estops it from now c aiming 
as against the trade creditors. 

In holding that the Centralia store creditors could not get the balance 
of their claims paid from the general assets of the estate, the court 
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held that the trade creditors "stand on a different footing from that of 
the heirs and creditors of the decedent, in that they never had an inter¬ 
est in the general assets.” Therefore the trade creditors could not take 
advantage of the principle of estoppel against the heirs and the general 
creditors to reach such assets. The court also held that "while the fact 
that the business was carried on with the consent of the heirs and the 
administratrix was sufficient to estop them from disputing the prior 
rights of appellants in the trade assets, it does not estop them [the heirs 
and administratrix] from denying liability as to the general assets.” The 
court further explained its judgment that the store creditors had no 
right against general estate assets not used in the continued business 
with the following statement: 


Trade creditors have no right to be placed on an equality 
with those existing at the date of decedent’s death, and who are 
entitled to share in the estate as it then existed. 

They contract with the personal representative, chargeable with 
notice as to any limitations on his powers to bind the estate. They 
are not in any sense creditors of the decedent. They deal with the 
administrator on his personal credit and on the credit of the busi¬ 
ness conducted by him. The primary idea of administration is 
to preserve the estate for the benefit of those interested in it at 
the time of the owner’s death, and courts should be slow to adopt 
a rule involving departure from that idea. 

In closing, the court referred to the personal liability of the adminis¬ 
tratrix for the store debts: 

Whatever rights the appellants may have against the adminis- 
ratnx, while raised in the briefs of counsel, are not properly 
betore us for consideration, and hence will not be passed upon at 


Had this question been before the court, however, there could have been 
ut one answer. As above quoted, the trade creditors "deal with the 
aonumstrator on his personal credit.” The court had held that Donald 

was nnf k 61 and that she was dearl y to assert that she 
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an executor after the death of his testator, binds him individually, and 
does not bind the estate which he represents, notwithstanding it may have 
been contracted for the benefit of the estate.” 

CREDITORS OF CONTINUED BUSINESS SOMETIMES 
REACH ASSETS NOT EMBARKED IN THE BUSINESS 

It was noted in the Ennis case that although the trade creditors were 
successful in reaching the assets of the continued business, they were 
unable to reach the other assets of the estate and have them applied 
against the unpaid balance of their claims. This holding appears to be 
sound law, but sometimes the courts, in dealing with exceptional cir¬ 
cumstances, have allowed such creditors access to the assets not em¬ 
barked in the continued business. This is illustrated in the following 
cases. 

Philco Radio & Television Corporation of New York v. Damsky, 250 
App. Div. 485, 294 N.Y.S. 776 (1937). Abraham Damsky had con¬ 
ducted a radio store in Brooklyn. He died in 1934 without a will, leaving 
adult heirs, and his son Bernard was appointed administrator. With the 
consent of all the heirs, the administrator continued the operation of the 
store. At this time it was not certain whether there were any unsatisfied 
estate creditors. The Philco Radio Corporation sold the continuing busi¬ 
ness large quantities of merchandise, but when the administrator was 
alleged to be insolvent, the corporation brought suit in equity against 
the administrator and all heirs to recover out of the assets of the general 
estate for an unpaid bill of $3,627.57. On a motion by the defendants 
to dismiss the complaint, the court held that the action could be brought 
on the facts alleged. The court held in effect that a creditor of a con¬ 
tinued business may recover in equity out of the general assets of the 
estate when, although no authority existed to continue the decedent s 
business, all the heirs, being of age, have consented to such continuance 
and when the personal representative is insolvent. This recovery is sub¬ 
ject, however, to the rights of creditors of the decedent, if any. The 
basis of the court’s decision is contained in the following excerpt from 

the opinion: 

The situation here disclosed constitutes a species of fraud 
which, combined with the financial inability of the parties, in¬ 
dividually, to meet the obligation, entitles the plaintiff to pay- 
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ment out of the assets of the estate, subject, of course, to the 
rights of creditors of the intestate, if any there be. 

Daniel v. Bank of West Point, 147 Ga. 695, 95 S. E. 255 (1918). 
This case is closely akin to the preceding one, although it appears to 
have been more soundly reasoned. In Daniel v. Bank of West Point the 
deceaseds several enterprises, a general merchandise store, a cotton 
warehouse, a cotton gin, and a farming business, were all continued in 
operation despite the fact that the estate had not been formally closed 
out. However, the debts of the estate were paid. The businesses were 
conducted at a profit for several years by the administrator, Daniel, who 
was the decedent’s son-in-law. He did this with the co-operation and 
at the behest of his wife, decedent's only daughter, and Mrs. Meetze, 
decedent’s widow. During this time they all received their support from 
the businesses, Daniel continuing to receive the same salary as manager 
that he had received as an employee of the decedent. In the course of 
business Daniel borrowed $3,673.93 from the West Point Bank, putting 
up as collateral warehouse receipts for 100 bales of cotton. Subsequently 
tte bank, on learning that the cotton had been moved to another ware- 
house and believing that the administrator had become insolvent and 
that he might be attempting to sell the bales, brought suit to restrict their 
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charged. But the record shows that he continued to conduct the 
business. On the death of a person in this state intestate, owning 
real estate, the title to the real estate vests in his heirs immedi¬ 
ately, subject to be administered for the purpose of paying the 
debts and for distribution among the heirs at law. The title to 
personal property vests in the administrator; but after the debts 
are paid the equitable title thereto is in the heirs at law. See Civ. 

Code 1910, ss. 3157, 3929-3933. The debts of the estate of W. B. 
Meetze having been paid, the remaining adult heirs, Mrs. Meetze 
and Mrs. Daniel, could bind themselves and their interest in the 
estate. . . . the evidence authorizes the conclusion reached by the 
jury to the effect that the business was conducted by Daniel as the 
agent or manager of Mrs. Meetze and Mrs. Daniel, who during 
the conduct of the business derived maintenance and support 
from it. This case is bottomed on the principle that Mrs. Meetze 
and Mrs. Daniel are the legal and equitable owners of the estate, 
and, all the debts of the decedent having been paid, that they can 
bind their interest in the estate for whatever debts they create or 
authorize. . . . 

After authorizing and acquiescing in this management by 
Daniel, and receiving their living expenses from it for several 
years, it would be contrary to every principle of equity and justice 
to permit the plaintiffs in error [Mrs. Meetze and Mrs. Daniel] to 
repudiate now the acts of their agent and leave their creditors 
to the mercy of an insolvent manager. 

Stripped down to the essentials, the court’s reasoning seems to have 
been as follows: The debts of the estate having been paid, the title 
to the general estate assets would in effect be considered as vested in 
the heirs; and the administrator, in continuing the business with their 
consent, would be considered to be acting as their agent. Because 
principals are liable for the authorized obligations entered into for 
them by their agents, the debt created by agent Daniel could be collected 
out of the general estate assets owned by the principals and managed by 
their agent. 


SUMMARY 

Although the foregoing cases do not deal with all of the ramifica¬ 
tions of the situation created when, without legal authority but with the 
consent of all the parties interested in the estate, a deceased proprietor s 
enterprise is carried on after his death, they do afford a sufficient back- 
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ground against which to summarize the ultimate effect on the various 
interests of the parties involved. 

First, the personal representative cannot be held liable to the consent¬ 
ing heirs and creditors of the proprietor’s estate for any losses incurred 
by him in conducting the business, excepting, of course, such losses as 
are the result of his own negligence or dishonesty. He continues to be 
accountable for any profits made. Although he remains personally liable 
for the obligations created in continuing the proprietorship business, he 
may, in so far as possible, retire these obligations out of the trade assets 
and any net loss will be allowed on his accounting, as in the case of 
Swaine v. Hemphill. However, because his right to be reimbursed, that 
is, his right of indemnity, would ordinarily be limited to the trade 
assets, he may find himself ultimately absorbing some of the trade debts 
ff the trade assets are insufficient, as they were in the Ennis case. In spite 
of this possibility, however, the consent of the parties interested in the 
estate to the continuance of the business largely transfers the hazards 
involved from the personal representative to the persons consenting to 

Second, the creditors of the continued business, the trade creditors 
who are m fact individual creditors of the personal representative may 
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continued without authority could not subject general estate assets that 
were not embarked in the business to the judgment of his claim. 

Of course, a decedent may, by specific terms in his will, put his entire 
estate at risk in continuing a business, but as Justice Story of the United 
States Supreme Court said in Burwell v. Cawood, 43 U.S. 560, "nothing 
but the most clear and unambiguous language, demonstrating in the most 
positive manner that the testator intends to make his general assets 
liable for all debts contracted in the continued trade after his death, and 
not merely to limit it to the funds embarked in that trade, would justify 
the court in arriving at such a conclusion from the manifest inconven¬ 
ience thereof." And of course, the consent of the heirs and creditors 
in a specific case could be couched in such language as to risk the entire 
estate. But "the most clear and unambiguous language" should be re¬ 
quired before trade creditors, who "contract with the personal repre¬ 
sentative, chargeable with notice as to any limitations on his powers to 
bind the estate,” are allowed access to the general estate assets for the 
payment of their claims. The holding in the Philco case, therefore, was 
extreme, and it would have been interesting to have seen whether New 
York’s highest court would have affirmed it, had the case reached the 
Court of Appeals. 

The Daniel case may be distinguished because of the fact that all the 
estate creditors had been paid, and although the personal representative 
continued as such by title, it was found that he was acting merely as 
agent of the adult heirs in dealing with the business and continuing to 
hold estate property. Its reasoning is confirmed by Matter of Mullon, 
145 N.Y. 98, 39 N.E. 821 (1895), wherein the court states: "Upon 
the payment of all debts, legacies and charges against the estate, the 
title to the remaining assets would at once vest in the residuary legatees 
under the will, without any formal transfer from themselves as admin¬ 
istrators. (Blood v. Kane, 130 N.Y. 518).” 

Whether or not, however, the trade creditors in a particular case can 
reach the assets of the general estate, we find them still unpaid in the 
Ennis case and in the other cases reviewed, in two of which the personal 
representatives had allegedly become insolvent. Nevertheless, the consent 
of the parties interested in the estate to the continuance of the business 
has definitely improved the position of the trade creditors by giving them 
ultimate access to the trade assets in payment of their claims. 

Third, the estate creditors of the deceased proprietor, by their own 
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consent, give up the right to have the assets embarked in the proprietor¬ 
ship business promptly applied to the payment of their claims. In the 
absence of consent, "they have the power and the means of calling forth 
after the decedent’s death the whole of his property in discharge of their 
demands" (Lord Chancellor Eldon, in Ex parte Garland, 10 Ves. Jr. 
110). Furthermore, the estate creditors, by their consent, allow the trade 


creditors priority of access against the assets of the continued proprietor¬ 
ship. These estate creditors therefore subject their claims to the hazards 
involved in the continuance. In the Swain case, one estate creditor was 
still owed $4,000 when the continued proprietorship business was closed 
out because of overpowering competition. In the Ennis case, the dece¬ 
dent s bankers were still unpaid, although the estate assets had been, at 
time of Ennis’ death, ample for the discharge of all estate obligations. 
And in a case not previously referred to, Hicks v. Purvis, 208 N.C. 657 
(1935), the consenting estate creditors with an unpaid claim of $21 - 
587.41, failed to recover from the administratrix, who continued the 
decedent’s nursery business, or from her surety. The facts showed no 
estate assets^ left from which to pay the claims, although the opinion 
s a e at originally the estate was regarded as a comparatively large 
one and abundantly solvent.’’ We can only conclude that if the estate 

creditor can obtain his money at time of death, he will be well advised 
to ao so. 
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CHAPTER 6 

Continuation of Proprietorship 
Business by Court Order 


PREVIOUSLY, WE HAVE CONSIDERED SITUATIONS IN 
which executors or administrators have continued proprietorship busi¬ 
nesses without the proper authority to do so, and have noted in detail 
the generally disastrous results that followed. We now come to the one 
clear avenue of authority available after the death of the proprietor to 
the personal representative who lacks proper sanction under the dece¬ 
dent’s will to continue the business: the order of a probate court. 

NARROW SCOPE OF COURT ORDERS AT 

COMMON LAW 

Originally, all such court orders were based upon the principles of 
common law. However, as each state has developed its own interpreta¬ 
tion of common law principles, there has been considerable disagree¬ 
ment as to the existence and extent of the power of a court of probate 
to authorize continuation of a decedent’s business. A few states have 
held that their courts had no power to grant such orders. For example, 
it was stated in Altheimer v. Hunter, 56 Ark. 159, (1892): It is cer¬ 
tainly not within the ordinary authority of a probate court to empower 
an administrator to continue the mercantile business of the deceased. 
The majority of states, however, have held that authority could be 
granted to the personal representative to carry on a business temporarily 

but only for the purpose of winding it up. 

Gordon-Tiger Mining & Reduction Co. v. Loomer. The restricted 
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scope of the majority of such orders is apparent in the case of Gordon- 
Tiger Mining & Reduction Co. v. Lootner, 50 Colo. 409, 115 Pac. 717 
(1911). There, the order of the county court authorized the administrator 
to continue the decedent’s second-hand business and replenish stock as 
necessity might require to make the entire stock of goods more salable 
in closing it out. The administrator, however, went to the extent of 
borrowing funds to use in the business. Under the local probate statute, 
expenses incurred in settling an estate were proper claims against the 
estate. When the lender attempted to collect the amount of his loan, 
contending that it was an administration expense, the court disallowed 
it on the basis that the administrator had not been granted authority to 
borrow the money. The narrow scope of such orders is apparent from the 
following quotation from the court’s opinion: 


Generally speaking, an administrator may not continue the 
business of the decedent, nor use the assets of the estate for busi¬ 
ness purposes. To this rule, however, there are exceptions, as, 
where the decedent was engaged in the mercantile or manufac¬ 
turing business, his representative may, under order of court, 
carry on the business for a sufficient time to close it up. The ad¬ 
ministrator, if properly authorized, could continue the business 
for the purpose of disposing of the stock to advantage, and might 
purchase necessary merchandise to make the property more 
salable. ... 

There is a great difference between buying goods for the pur¬ 
pose of replenishing short stock while closing out, and borrow¬ 
ing money to put into the business. ... The county court gave 
him no authority to borrow money to put into the business; it 
would have been a remarkable exercise of power. 


Although the lender was thus unable to procure repayment from the 
assets of the estate, he would be able to pursue the administrator in¬ 
dividually, based upon the latter’s personal liability for obligations 
created after the death of the proprietor. That this can be done is clearly 
shown in Miller v. Didisheim & Brother, 95 Ill. App. 321 ( 1900 ). 

Tjr mi ZZ' D,d,sheim 6 Brother. On the death of Miller, his widow 

her^ef "d ‘“ ““““ under his wUI she continued 

t ' r S -T rCanti ‘ e bUSineSS Under ° rder of Probate 

have 1 J, C i k C ° Un ^ The C ° Urt ° rder had stated > ' ,that said executrix 

in his , r;° ° n thC busuiess for raerly conducted by said deceased 
m hlS 1,fet,me - at 102 **** Street, Chicago, Illinois,"as long as tlm 



PROPRIETORSHIPS 

same is conducted with a profit to the estate of said decedent; and it is 
further ordered by the court that said executrix have leave to sell the 
said business at not less than the appraised value thereof at private sale.” 
While the business was being conducted by the widow, she incurred a 
trade obligation in favor of Didisheim & Brother. The continuation of 
the business by the widow, however, resulted in a loss. She resigned as 
executrix and was succeeded by an administrator. The widow made up 
the loss in her accounting by paying over that amount to her successor 
from her own resources. The business was afterwards closed out by 
the administrator, who paid 59 per cent of the debt owed to Didisheim 
& Brother. Didisheim & Brother then brought action against the widow 
for the 41 per cent of their claim remaining unpaid. The court held 
the widow liable for this debt, ruling that a personal representative is 
personally liable for debts of a continuing business, despite the fact 
that such business is operated under the authority of the court. The 
opinion stated in part: 

The main objection to the judgment is that, the business hav¬ 
ing been conducted by the appellant under the authority of the 
Probate Court, the estate alone, and not the appellant individually, 
is liable. But this appears not to be the law. 

"The decisions are uniform that a guardian, executor, adminis¬ 
trator, trustee or other person acting in such relation, binds him¬ 
self personally, unless he exacts an agreement from the person 
with whom he contracts to look to the funds exclusively. This per¬ 
sonal liability does not depend upon whether the charge would 
be a proper one by the trustee against the fund or estate, or 
whether he should be allowed reimbursement for the money paid. 

That is a matter wholly between him and the beneficiaries of the 
trust * * * It is for the trustee to justify his contracts to the 
court, and if they are proper he has a right to look for his re¬ 
imbursement through the estate.” Bradner Smith & Co. v. 
Williams, 178 Ill. 42. 

We discover no evidence that appellees had any knowledge or 
notice of the capacity in which appellant was conducting the busi¬ 
ness, much less that they made any agreement with her to look 
only to the funds of the estate. 

Thus we find that the widow, who had continued his business under 
a proper court order and who had already paid from her own funds 
the amount of losses suffered, was nevertheless required to pay the 
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balance of a debt owed an unsatisfied creditor of the continued business. 

A few states have held that their courts may authorize continuation 
of a business for sale as a going concern during the usual period of 
administration. This is the rule that some, but not all, of the New York 
surrogates have applied in recent cases, and the rule the higher New 
York courts appear to favor. We have seen that the rule was not applied 
in the 1957 case of In re Mack’s Estate, 168 N.Y.S.2d 859. But we saw 
it applied by New York’s intermediate court in Re RJdosh, 5 App. Div. 
2d 67 (1957); 7 App. Div. 2d 534 (1959). We saw that in the latter 
case, however, the rule did not save the personal representative from 
surcharge for taking too much time to sell the business. Where the de¬ 
cedent’s business has a going-concern value, this rule offers the best 
chance of salvaging that value in the absence of better statutory author¬ 
ity, or special arrangements made by the decedent. 


COURT ORDERS UNDER STATUTORY AUTHORITY 


Because of the uncertainty and confusion regarding the authority that 
could be granted to the personal representative by court order at com¬ 
mon law, and because the common law has failed to evolve a satisfactory 
method of dealing with the business of a decedent, a majority of the 
states have enacted statutes on the subject. Some of these laws are of 
many years standing, but in general they are a recent development, as 
shown by the fact that the number of such statutes has more than 
doubled since 1937. Space does not permit of a complete analysis of 

th® e various enactments, but something should be said of their scope 
and general effect. r 


As might be expected, no two of these statutes are identical (although 
e Connecticut and Rhode Island sections are nearly so). The same may 
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of the stock of merchandise in the ordinary course of business. This 
avoids forcing the business to close its doors and causing the assets to 
be sold piecemeal along with other estate assets. 

Statutes of this type provide for a more prolonged and more orderly 
liquidation, by which the losses on a forced sale may be circumvented. 
Nevertheless, they fail to provide a satisfactory solution. While the 
usiness is being liquidated, the ordinary overhead expenses continue 
and may offset any profits gained in selling the goods in the regular 
course of trade. But most important, the continuation of a business 
merely to close it must ultimately result in a total loss of the good will 
and going-concern value of the enterprise. Furthermore, the personal 
representative is left in the same precarious position that he is under 
the common law: He is not relieved of personal liability for debts con¬ 
tracted in continuing the business under the court orders issued. This is 
clearly brought out in Anglo-American Direct Tea Trading Co. v. 
Seward, 294 Mass. 349, 2 N.E. 2d 448 (1936). 

Anglo-American Direct Tea Trading Co. v. Seward. William T. 
Abbott had conducted a proprietorship under the name of William T. 
Abbott and Company. At his death, his estate was insolvent, but on 
petition of the executors and beneficiaries of the estate, the probate 
court, by authority of the Massachusetts statute, authorized continuation 
of the business by the personal representatives. During such continu¬ 
ance, the plaintiff tea company sold tea to the executors. Subsequently 
Ide, one of the executors, died and the tea company brought an action 
against Seward and others, Ide’s personal representatives, to recover 
the price of the tea. The tea company won the case, the court holding 
that an executor carrying on a business under the authority of a decree 
of the probate court is nevertheless liable personally on his contracts 
in furtherance of such business, in the absence of any agreement ex¬ 
cluding personal liability. 

The opinion stated in part as follows: 

Defendant’s first contention is in substance that Charles M. 

Ide—one of the executors of the will of William T. Abbott—as 
matter of law was not liable personally on a contract found by the 
judge to have been "entered into by the executors.” But an ex¬ 
ecutor carrying on the business of his testator under authority of 
a decree of the probate court (G.L. [Ter. Ed.] c. 195, s. 7) is liable 
personally to a third person on a contract made with him by the 
executor in carrying on such business, at least in the absence of 
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an agreement, express or implied, with such third person exclud¬ 
ing personal liability of the executor. . . . [citing cases] This is 
the rule applicable generally to trustees and like fiduciaries. . . . 
[citing cases] And it is not limited to such fiduciaries acting with¬ 
out authority. Mason v. Pomeroy, 151 Mass. 164, 167. Absence 
of authority in an executor or trustee to contract might leave the 
person contracting with him to recourse solely against such ex¬ 
ecutor or trustee personally. . . . [citing cases] But authority in 
such executor or trustee, to contract would entitle him to allow¬ 
ance in his accounts for losses or expenditures resulting from the 
contract, subject to the ordinary principles of accounting, and 
would permit the person contracting with him to resort to the 
estate, in a proper proceeding, for payment of his claim. . . . 
[citing cases] The authority to carry on the business of the testa¬ 
tors conferred on the executors by decree of the probate court 
went no further. It did not relieve them from personal liability on 
contracts entered into in carrying on the business. The defendant, 
however, relies on the principle that an executor or trustee is 
liable not for mere errors in judgment but only if he acts in bad 
faith or fails to exercise sound discretion. (Pine v. White, 175 
Mass. 585, 590; Malden Trust Co. v. Brooks (Mass.), 197 N. E. 
100.) This principle defines the duty of an executor, acting within 
the scope of his authority, to account, but even when his trans¬ 
actions are authorized it does not govern his personal liability to 
third persons with whom he has contracted in behalf of the estate. 
No question of an agreement between the executors and the plain¬ 
tiff excluding personal liability of the executors is here involved. 


Most of the statutes that permit a personal representative to continue 
the decedents business "for a reasonable time, to provide a better op¬ 
portunity of liquidation,” for example, authorize court orders that go 
further than those usually issued under common law. The quoted phrase 
is from the Colorado statute which—possibly with the result in the 
Gordon-Tiger Mining case in mind—also provides specifically that if 
it is necessary for the personal representative to borrow money to con¬ 
tinue operations, the court may so order, upon notice to all persons in- 
erested. This borrowing provision protected the personal representative 
in Re Smith's Estate, 145 Colo. 406, 359 P.2d 1020 (1961). 

In re Smith’s Estate. Smith, who died intestate in August 1954 had 
conducted a roofing business. The business had been prosperous at’vari- 
times, but there were numerous claims against the estate. Most of 
the claims were secured, leaving doubt whether much would be avail- 
able to pay the general creditors. The widow was appointed adminis- 
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tratrix. She was familiar with the business, and obtained a court order 
permitting her to continue operating the business for a reasonable time 
to assist in liquidating it and ultimately close the estate. Soon learning 
that she could not continue the business without acquiring some work¬ 
ing capital, and having received a substantial amount of proceeds from 
the decedent’s life insurance, the widow obtained a court order allowing 
her, as administratrix, to borrow $10,000 from herself individually. 

It appeared for a while that the administratrix could restore solvency 
to the estate. She discovered, however, that the decedent had received 
part payment for jobs which had been started, and for which no ma¬ 
terial had been secured. "Finally the inevitable happened," says the 
court, "the business collapsed and the estate wound up with insufficient 
assets to pay creditors, notwithstanding the $10,000 loaned by Mrs. 
Smith went into the business. In the meantime U.S. filed claims for 
taxes, for unpaid withholding taxes related to Social Security accounts 
of employees, and for damages for an alleged faulty or incomplete 
roofing job done by decedent at Lowry Air Force base in Denver.” 

When the administratrix claimed reimbursement for the money she 
loaned the estate as an expense of administration, the Government ob¬ 
jected to its allowances since it would then take precedence over the 
Government s claim. The Government’s position was that it had re¬ 
ceived no notice of the court order authorizing the loan, that the statute 
authorized a loan only on notice and for a short period for the purpose 
of liquidation, and that the administratrix’ continuation of the business 
for approximately three years was in excess of a reasonable time. The 
Government relied on the Gordon-Tiger Mining case. 

The county court allowed the administratrix’ claim as a cost of ad¬ 
ministration. There was no working capital in the business at the de¬ 
cedent’s death, and yet the business had approximately six months’ work 
which it was committed to do; therefore, it was to the best interest of 
the estate that the $10,000 be borrowed by the administratrix. Events 
occurring subsequent to the date of authorization cannot change the 
classification of a claim as a cost of administration. 

Colorado’s highest court affirmed the judgment. It noted that the 
Government had not filed any claim against the estate when the loan 
authorization was granted, but did not decide whether a creditor who 
had not yet filed his claim was a person interested in the estate. The 
court also noted that the estate creditors had full knowledge of the 



CONTINUING BUSINESS BY COURT ORDER 


55 


loan, and had made no complaint during the time the business was con* 
tinued. Here, however, is the most interesting part of the opinion: 

Under the constitutional grant of power to the county court, 
even without the intervention of the statute, the court had dis¬ 
cretionary power to direct the administratrix to continue opera¬ 
tion of the business of the deceased, and if it were found necessary 
to secure working capital to carry on the business during a rea¬ 
sonable period for administration, the court could authorize a loan, 
without the aid of the statute. As in the case at bar the need for 
working capital was found to be urgent. . . . 


The case of Gordon-Tiger Mining & Reduction Company was held dis¬ 
tinguishable upon the facts. It is interesting, nevertheless, to contrast 


the above-quoted statement from the opinion here with the following 
statement in that case: "The county court gave him no authority to 
borrow money to put into the business; it would have been a remark¬ 
able exercise of power.” Two basic factors appear to account for the 
contrasting statements: the decedent’s outstanding commitments here 
required some continuation of the business, and working capital was 
urgently required for such continuation; the prevailing tendency of the 
courts to be increasingly liberal in granting continuation orders. 

Statutes allowing continuance for sale as a going concern. A 


second group of statutes goes a step further, allowing continuation of a 
business in the ordinary course for the purpose of its sale as a going 
concern during the normal period of estate administration. In the hands 
of an efficient personal representative, and under propitious circum¬ 
stances, a satisfactory disposal of the business of the decedent can be 
effected. But under these statutes, too much depends upon the general 
business conditions prevailing in the months immediately following 
the proprietor’s death. The period of permissible continuance is too 
short to grant any assurance that an advantageous sale of the business 
can be negotiated. And in this connection it should be noted that if the 
personal representative should take it upon himself to conduct the busi¬ 
ness beyond the term provided by the statute, or by the court order 
under which the continuance is authorized, he will become a person 
cartymg on a business without authority and will then be responsible 
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period of administration will nevertheless result in heavy losses to the 
persons interested in the estate. We must conclude, therefore, that 
statutes falling into this category still leave much to be desired. 

Broad statutory authority. Approximately a dozen states have 
enacted statutes sufficiently broad to authorize continuation of a de¬ 
cedent's business in the regular course until a sale of the enterprise as a 
going concern can be made, even though such a sale cannot be made 
during the usual period of estate administration. Given favorable busi¬ 
ness conditions and given an alert and capable personal representative 
who is familiar with the problems and duties involved in running the 
business, these statutes provide as satisfactory a method of disposing of 
a proprietor's business as can be improvised in the absence of any plan 

worked out and implemented by the proprietor himself during his 
lifetime. 

Under approximately half of the statutes mentioned in the broad 
group above, authority may be granted to carry on a decedent’s business 
with a view to making a profit for those interested in the estate, instead 
of merely to allow its continuance until it can be sold as a going concern. 
In these particular states, the personal representative, on proper court 
order, is allowed to exceed the function of an executorship, which is to 
close out the estate, and to take on the function of a trusteeship. This 
last allows him to continue the business for a definite or an indefinite 
period for the purpose of deriving income from it. Whether under these 
laws the periphery of permissible continuance by an executor or admin¬ 
istrator has not been extended too far is open to question. How far a 
personal representative will be authorized to go in a particular case, 
however, is left to the discretion of the court having supervision of the 
administration of the particular estate. Furthermore, some of these 
statutes wisely permit anyone interested in the estate, on showing proper 
cause, to petition for a discontinuance of the business. 

Statutes permitting incorporation of decedent’s business. The 
long-standing Pennsylvania law and the later Hawaii, Indiana and 
Missouri statutes specifically permit incorporation of a decedent’s busi¬ 
ness, in which event the new creditors will be creditors of the corpora¬ 
tion rather than of the personal representative. But relieving the 
executor or administrator who continues a decedent’s business from 
personal liability can be a two-edged sword. While it facilitates the 
problem of inducing the personal representative to act in this capacity, 
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at the same time it renders his task of carrying on the enterprise far 
more difficult, and sometimes impossible. Individuals and concerns are 
inclined to deal rather freely with a personal representative who pos¬ 
sesses the requisite authority, when they know that his personal lia¬ 
bility for his obligations makes him their primary debtor and that, 
should he prove financially unable to respond, they can reach the assets 
engaged in the business through his right of indemnity. The elimina¬ 
tion of the personal liability of the executor or administrator, therefore, 
takes away from the potential new creditor of the continuing business 
his primary debtor, with the inevitable result that such potential credi¬ 
tors will refuse to do business unless the continuing enterprise is left by 
the decedent in a strong financial position, a requirement which, un¬ 
fortunately, is only too often lacking. 


3UIVJLIY1AKY 


The broader statutes provide, insofar as it is possible to do by legis¬ 
lative enactment, that the discretion of the court fill in the gap left by 
the failure of the proprietor to leave a subsisting plan for the disposal 
of his enterprise. In the light of the fact that great numbers of pro¬ 
prietors will continue to neglect to plan adequately for the disposal of 
their businesses, such statutes deserve both our highest commendation 
and the emulation of other states still following the antiquated and 
costly procedure, regardless of circumstances, of requiring forced liqui¬ 
dation of a business on the death of the owner. 

Nevertheless, the best drawn statutes fall short of providing an ideal 
olu .on of the problems involved when a proprietor dies. Almost every 
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CHAPTER 7 


Continuation Plans Made by 
the Proprietor Acting Alone 


I N THE FOUR PREVIOUS CHAPTERS A REASONABLY CLOSE 
examination has been made of the alternatives to the immediate liqui¬ 
dation of a proprietorship business on the death of the owner who has 
left no subsisting plan for the disposal of his enterprise. This investiga¬ 
tion has demonstrated both the need for, and the value of, up-to-date 
statutory provisions that will give the personal representative a limited 
opportunity to continue the business, in order that he may avoid disas¬ 
trous losses on a forced sale and that he may have some chance of 
selling the enterprise as a going concern. Obviously, however, a general 
statute, coming into play after the death of the proprietor and in the 
absence of provisions made by him, cannot be expected to function as 
effectively as a plan drawn up and implemented by the proprietor him¬ 
self. In our search for the most desirable plans for the continuation of 
proprietorship businesses, we shall now turn our attention to those 
plans set up by the owners in advance of the emergency calling for their 

use. 


PROPRIETOR’S ORAL DIRECTIONS FOR 

CONTINUANCE 

Sometimes a proprietor will sit down with the members of his family 
and come to an oral agreement with them regarding the continuation of 
his enterprise after his death. In fact, this is what A. C. Ennis did with 
respect to his dry-goods store in Elma, Washington, arranging verbally 
for his son Donald to continue it. On page 40, we saw that such a pro- 
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vision was held to be totally ineffective in point of law and hence pro¬ 
vided no authority whatever for the continuation of the proprietorship 
business after death. Such a plan, therefore, may be discarded without 
further consideration. 


PROVISION IN PROPRIETOR’S WILL FOR 
CONTINUANCE OF BUSINESS 


General principles. Nowhere are the general principles govern¬ 
ing the continuance of a business under authority of a decedent’s will 
more clearly and concisely stated than by Surrogate Wingate in Matter 
of Gorra, 135 Misc. 93, 236 N. Y. S. 709 (1929). Although this case 
summarizes the New York law, these rules apply in most jurisdictions. 
They are as follows: 


First. A testator may authorize or direct his executor to con¬ 
tinue a trade ♦ ♦ * or business.” (Willis v. Sharp, 113 N. Y. 
586, 589.) 

Second. The intention of a testator to confer upon an ex¬ 
ecutor power to continue a trade must be found in the direct, 
explicit and unequivocal language of the will or else it will not 
be deemed to have been conferred.” (Willis v. Sharp, supra, p. 
590); [other New York cases also cited]. 

Third, Such authority, if found, authorizes the conduct of the 
usiness in the usual manner unless otherwise expressly directed 
or limited. (Matter of Rosenberg, 213 App. Div. 167.) 

Fourth. A power "to carry on the testator’s trade, or to con- 
bnue lus business in a firm of which he was a partner, without 
anything more, will be construed as an authority simply to carry 
on the trade or business with the fund already invested in it at 
the time of the testator’s death, and to subject that fund only to 
hazards of the trade and not the general assets of the estate.” 

n-UL' S ^ Tp ’ SUpTa ’ p - 590 ) ; t other N - Y - cases cited]. 
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itors, or put to hazard the property of the testator applicable 
to the payment of their debts.” (Willis v. Sharp, supra p. 590.) 

Eighth. An executor who continues testator’s business pur¬ 
suant to powers granted by the will is not entitled to extra com¬ 
pensation for so doing in the absence of agreement by all persons 
interested in the estate. (Matter of Popp, 123 App. Div. 2 modi¬ 
fying s. c. sub nom Matter of Kempf, 53 Misc. 200.) 

Ninth. "An authority or direction” for continuance of the 
business, if strictly pursued, will protect the executor from re¬ 
sponsibility to those claiming under the will, in case of loss hap¬ 
pening without his fault or negligence.” (Willis v. Sharp, supra, 
p. 590); [other N. Y. cases cited]. 

Tenth. "An executor, carrying on a trade under the authority 
of the will, binds himself individually by his contracts in the 
trade. He is not bound to carry on the trade and incur this 
hazard, although authorized or directed to do so; but if he does 
carry it on, the contracts of the business are his individual con¬ 
tracts.” (Willis v. Sharp, supra, p. 591; . . • Austin v. Munro, 

47 N. Y. 360.) As is said in the last cited case at page 366: "The 
principle is, that an executor may disburse and use the funds of 
the estate for purposes authorized by law, but may not bind the 
estate by an executory contract, and thus create a liability not 
founded upon a contract or obligation of the testator.” 

Eleventh. “An authority or direction” for continuance of the 
business will entitle the executor "to indemnity out of the estate, 
for any liability lawfully incurred within the scope of the power.” 
(Willis v. Sharp, supra p. 590); [other New York cases cited]. 

Twelfth. Those having claims resulting from the continuance 
of the business may, in the ordinary case, proceed only against the 
executor in his individual capacity (Austin v. Munro, supra p. 

366; [other N. Y. cases cited]), although there is some authority 
for the position that where the trade conducted is a partnership, 
or the executor is insolvent they may go against trade assets. 

(Cf. Willis v. Sharp, supra p. 591); [other N. Y. cases cited]. 

Thirteenth. But where the testator has expressed in his will 
an intention to "bind his general assets for all the debts of a busi¬ 
ness to be carried on after his death * * * then, in case of the in¬ 
solvency of the executor * * * in equity, the general assets be¬ 
come liable for the debts of the business.” (Willis v. Sharp, 
supra p. 591); [other N. Y. cases cited]. 

POSSIBLE PURPOSES OF WILL PROVISIONS 

A proprietor in his will may authorize the continuance of his enter¬ 
prise for any of the following purposes: (1) to enable the stock of goods 
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on hand to be sold in the ordinary course of trade instead of piecemeal; 
(2) to afford his personal representative an opportunity for selling the 
business as a going concern during the normal period of estate adminis¬ 
tration; (3) to enable his business to be sold as a going concern, whether 
or not an advantageous sale can be made in due course of administration; 
(4) to keep the enterprise intact until a later time when some member 
of his family can take it over; (5) to provide a more or less permanent 
source of income to his family; and (6) to allow his personal representa¬ 
tive to use his discretion for the disposal of the business in the light of 
the circumstances encountered. 


CONTINUANCE OF BUSINESS UNTIL STOCK 

SOLD OUT 

A provision in the proprietor’s will authorizing continuation of the 
business until the stock of merchandise on hand can be disposed of in 
the ordinary course of trade is necessary only in those states where the 
prevailing law is exceedingly narrow. It will avoid the tremendous losses 
that usually follow the immediate closing of a business and the piece¬ 
meal selling of its assets along with the other assets of the estate. It is 
nevertheless an undesirable provision because both the good will and 
gomg concern value of the enterprise will be totally lost. 


CONTINUANCE OF BUSINESS FOR SALE AS A GOING 
CONCERN DURING ADMINISTRATION 

A clause in the will directing the personal representative to con- 
bnue die busing until he can sell it as a going concern during the 
normal penod of administration of his estate is an improvement on the 
foregomg provrsmn, but it too must be rated as generally unsatisfactory. 

has been clearly demonstrated by the experience gained under a 
parallel provision contained in the Massachusetts statute that, until re- 

executo^r d ’• ^ ““ pr ° bate C0Urt authorit >' t0 "nnthoriae an 
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posals of the businesses as going concerns. When some of these cases 
came before Massachusetts’ highest court, the court refused to penalize 
the personal representatives for losses and expenses during the periods 
of unauthorized continuance, on the ground that by ultimately selling 
the enterprises as going concerns they had actually saved money for 
the estates involved. Based upon these experiences, the Massachusetts 
statute was amended in 1945 to provide that "The court, for cause 
shown, may extend such authority beyond one year.” 

CONTINUANCE OF BUSINESS UNTIL SOLD AS 

A GOING CONCERN 

A will provision for a business to be continued until it can be dis¬ 
posed of as a going concern is similar to the statutory provision found 
necessary in the Commonwealth of Massachusetts for the satisfactory 
sale of an enterprise as an operating commercial unit. Hence we may 
conclude that if, under the circumstances of a particular proprietorship, 
no better purpose can be served, the proprietor should provide in his 
will for the continuation of his business by his personal representative 
"until it can be advantageously sold as a going concern.” This plan can¬ 
not be followed, however, unless the proprietor has made sufficient cash 
available to his executor with which to pay all taxes, administration ex¬ 
penses and personal and business debts, together with sufficient cash 
capital so that the proprietorship operations may be continued. Life in¬ 
surance is, of course, the most certain and most practical method of pro¬ 
viding this cash. However, such a plan should not be followed unless 
the proprietor is satisfied that there is no superior plan available to him. 
Nor should such provision be made unless he has appointed in his will 
an executor who is both willing and competent to take over the business 
and conduct it until such time as it can be advantageously sold. This 
point cannot be overemphasized. It is necessary that the executor be 
willing to run the business, for as we have already seen under the tenth 
rule given in Matter of Gorra, ' 'He is not bound to carry on the trade 
and incur this hazard, although authorized or directed to do so.” And 
it is, of course, equally necessary that the executor be competent if the 
continuance is to be successful. 

The task of procuring a competent executor is unusually difficult. The 
personal representative must step in on a moment’s notice and success- 
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fully cany on an enterprise that is largely the result of the peculiar 
abilities and personality of the decedent. As Francis W. Jacob states in 
18 Iowa Law Review, pages 44, 45: “Experience gives no great assur¬ 
ance that a new hand, taking over the business under these circum¬ 
stances, will administer it successfully. There is a substantial risk, except 
in abnormal times, that the business will be continued at a loss.” 

The risk involved has been legislatively recognized in Arkansas. That 
state has a statute which provides that, unless the will directs otherwise, 
the personal representative may continue a business for one month 
without a court order, and may, as authorized thereafter by the probate 
court, continue it for successive periods of three months each. The last 
sentence of the statute reads: "It is specifically recognized that the 
operation of any business undertaking involves hazard, chance, and 
danger of loss; and in recognition of this condition, it is declared herein 
to be the legislative intent that no executor or administrator shall be 
held personally liable for loss resulting from mere lack of familiarity 
with the business operations, mistakes of judgment made in good faith, 
or like causes.” 

But experience and familiarity with the business operations do not 
eliminate the risk under adverse conditions. Conant v. Blount, 141 Fla. 
27,192 S. 481 (1939), illustrates the difficulties that may be encountered 
under depression conditions in carrying out will provisions authorizing 
limited continuation of a business, even though the person is exceedingly 
well qualified. In the case of Conant v. Blount it was the key employee 
of the proprietor who remained in active charge of operations for six 
years following the proprietor’s death. The case also shows how far a 
simple will provision is sometimes "stretched” by exigencies and by the 

injection of the personal ideas of the executor with respect to the ulti¬ 
mate destination of the business. 

Marcus Conant had for many years conducted a proprietorship a 
mortuary, in Jacksonville, Florida under the trade name of Marcus 
Conant Company. He died in 1926, leaving a will in which his sixteen- 
year-old son and his daughter were the surviving legatees, under which 

provision" 5 and which conta ^d the following 

1 do authorize my executors and trustees to carry on my busi- 
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same up without unnecessary sacrifice or loss to my estate. 
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The will also allowed the executors full authority to sell any estate 
property at public or private sale on terms satisfactory to the executors. 
Conant’s estate totaled approximately $80,000, of which about $17,000 
represented assets of the proprietorship. The real property on which 
the business was located was heavily mortgaged, and the executor sought 
to devise some plan to defray the expense of this mortgage and also 
to preserve the business until the son reached an age when he could 
succeed to the business. Accordingly, the executor organized a corpora¬ 
tion under the same name, and the assets of the proprietorship were 
turned over to it in return for 151 shares of the total 300 shares of 
$30,000 par value. The remaining 149 shares were bought by one 
A. W. Ruus, who had been in the employ of the deceased proprietor 
for many years and had enjoyed his confidence, and who gave the 
executor in payment a note for $15,000 payable $200 monthly. 

Ruus, who had operated the business for the one month from Conant’s 
death until the corporation was organized, continued in charge until it 
went into bankruptcy in 1932. The cause of the bankruptcy was neither 
poor judgment, lack of attention, nor inexperience; it resulted from an 
inability to realize upon accounts receivable during the universal eco¬ 
nomic depression, complicated by increasingly keen competition. 

The executor had rented to the corporation the premises occupied by 
it. He had received in payment for the account of the estate about 
$11,550, but $4,600 rent was still due him. He then bought the assets 
of the corporation for $4,500 at forced sale, releasing as a credit the 
amount of unpaid rent, and proceeded to organize a new corporation, 
Conant Funeral Home, which continued the business without interrup¬ 
tion. The executor turned over the assets purchased from the bankrupt 
corporation to the new corporation and received back 73 of its 100 
shares of stock, 23 shares being sold for $2,000 to one E. C. Long, who 
paid $1,000 to the estate and $1,000 to the corporation. 

After April, 1933, the son, who had at all times been advised about 
the condition of the business and who had become of age two years 
before, was made a director. During the same year the executor, with 
the son’s written consent, sold the estate’s stock in the new corporation 
to Long for $500 cash and took Long’s personal note for $1,800 rent 
then due the estate from the corporation. This corporation lasted until 
December, 1933, at which time the executor, under distress proceed- 
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ings for unpaid rent of $1,375, again obtained the assets. These assets, 
or what was left of them, were finally sold to the Florida Funeral Home 
by the executor, who then rented the old premises to the successors of 
the Conant Funeral Home, which was called Long and Ruus and in 
which the estate had no interest. 

In 1935 the son purchased his sister’s interest in the estate and sub¬ 
sequently brought action against the executor for an accounting and 
reimbursement for losses occasioned by the executor’s alleged miscon¬ 
duct in continuing the business. The executor had already made ten 
annual accountings, all of which had been approved by the county 
judge. 

Florida’s highest court affirmed the decision in favor of the executor. 
It held first, that the period of time ’necessary” to wind up the business 
without unnecessary loss was a matter depending upon the circumstances 
to be determined by the executor; and second, that where the son had 
participated in the business, was acquainted with its various phases and 
had acted as a director in one of the corporations, he had thereby ratified 
the executor s acts and could not complain of them. Regarding the eco¬ 
nomic difficulties faced by the executor, the court said: 


The difficulty of liquidation in the economic conditions which 
have persisted since the year nineteen twenty-nine, or even fol¬ 
lowing the year nineteen twenty-six, when financial depression 
descended on the state of Florida, is easily understood. The im¬ 
pediments were all the more serious because the property at¬ 
tempted to be sold was adaptable to but one kind of business. 
Certainly hearses, caskets and the like could be disposed of only 
to one following the vocation of undertaker. 


The facts of this case have been given in some detail for two reasons* 

to show the ramifications that can follow from a simple will provision; 

and to raise the pertinent question of whether the proprietor’s plan, as 

be wrote it in the will, or as it was developed by his executor, was the 
best plan to him Here was a va , uable key ^ Ruu$> 

ho finally set up an undertaking firm of his own despite the failure of 
W j * entef P rise ’ Was there a P la " which the proprietor could 

the mt0 " lth hUT1 that WOuld have worked out better for all 

the parties concerned? We shall return to this question later. 
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CONTINUANCE OF BUSINESS UNTIL RELATIVE 

TAKES OVER 

Occasionally, a proprietor will have a young son, nephew or other 
minor relative to whom he desires to leave his proprietorship. In this 
circumstance he may provide in his will that the enterprise be continued 
by his personal representative until such time as it can be turned over 
to the person designated. The hazards involved in such a provision, 
however, are many. In order to give the personal representative a sport¬ 
ing chance to hold the business assets inviolate during the period of ad¬ 
ministration of the estate and to carry on the enterprise successfully, he 
must be provided with ample cash from other sources (e. g., life in¬ 
surance proceeds) for the payment of taxes, administration expenses, 
and all business and personal debts, as well as cash capital for the 
operation of the business. This last item is imperative, because the death 
of the proprietor will cut off the primary source of credit for the busi¬ 
ness: his integrity, ability and industry. 

The depression hazard . Here again the proprietor must select a 
competent personal representative, one who is willing to stay on the job 
in the capacity of an operating trustee over a period of years. Further¬ 
more, he must select a contingent trustee, equally competent, willing 
to step in and continue the business in the event of the death, dis¬ 
qualification, or renunciation of the representative originally nomi¬ 
nated. In most of these situations there is a probable gap of several 
years’ duration between the death of the proprietor and the time when 
the business can be turned over to the legatee. This means that the con¬ 
tinued enterprise will have to run the course of the business cycle suc¬ 
cessfully, or there will be nothing left to be turned over. A comparison 
of the dates of past business depressions with the dates of failure of 
businesses set out in the various cases cited herein shows that this is a 
great hazard. This was just seen in the case of Conant v. Blount, for 
example. 

The hazard of business changes. Another risk which must be 
contemplated in providing for the continuation of a business over a 
period of years by a personal representative lies in the possibility that the 
business changes which are constantly taking place will render the 
product, service, or method of doing business inefficient, or obsolete. 
In Swaine v. Hemphill, the decedent’s brewing concern was closed down 
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after three years because of losses brought about by the cut-throat com¬ 
petition of large manufacturers of malt, who had come into the field 
with the then current development of "big business.” 

The case of In re Doelger’s Estate, 4 N. Y. S. 2d 334 (1937), affirmed 
279 N. Y. 646, is of equal interest in this connection. Peter Doelger 
died in 1912 , leaving a will in which he directed his executors to con¬ 
tinue his brewing business—a mammoth proprietorship which at his 
death had assets approximating $7,000,000—in trust, and for that pur¬ 
pose to form a corporation under the name of Peter Doelger Brewing 
Company. The corporation was formed and was operated successfully 
for many years, until the passing of the Eighteenth Amendment. Pro¬ 
hibition, of course, changed the entire business picture for the corpora¬ 
tion. Some years later the brewing business was sold, the name of the 
corporation changed to Peter Doelger, Incorporated, and its business 
confined to the management and operation of its extensive real estate 
holdings and other investments. 

Another example of changed conditions is illustrated in the cases of 

Hewitt v. Sanborn, 103 Conn. 352 (1925), and Hewitt v. Beattie, 106 

Conn. 602 (1927), both of which involved the estate of John Beattie. 

Beattie died in 1899, leaving personal property of about $80,000 and 

debts approximating $35,000. He was survived by a wife, a daughter 

and six sons. He had operated a large and prosperous stone quarry for 
many years. 


In his will, Beattie named two of his sons as executors and trustees, 
placed all of his residuary estate, including the business, in trust, and 
authorized his personal representatives to organize a corporation and at 
a times to hold in trust at least three-fourths of the stock for the benefit 
o he family. However, until such corporation was organized, Beattie 
authomed the two sons to use any or all of the trust estate for the pur¬ 
pose o carrying on the quarry business. The sons qualified and acted 
“ executors until their resignation in 1919, twenty years later. The de- 

Z r, / Uilding St ° ne P roduced at the however, greatly 
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estate of Edmund Zacker for legal services rendered), and approximately 
$60,000 of debts incurred by the sons in continuing the business were 
also unpaid. Hewitt proceeded to liquidate the assets in order to raise 
cash to discharge these obligations, and, after some progress had been 
made, brought the two actions; the second against Beattie, asking for 
construction of the will and for a declaratory judgment. Among other 
things, this case held that if the creditors of the continuing business 
were not paid in full from the remaining assets of the estate, which were 
to have been held in trust, they could look for the recovery of the bal¬ 
ance from the executors under their personal liability for such debts. 
Unquestionably, some of the troubles encountered by the two sons in 
handling the estate and in continuing the business were of their own 
making, but the great underlying cause of their difficulties undoubtedly 
was the change in demand from stone to other types of material in the 
construction of buildings. 

The hazard of widow’s property rights. The proprietor who de¬ 
sires to make provision in his will whereby his business will be con¬ 
tinued and will ultimately be turned over to a relative often has another 
serious problem. Under the decedent estate laws of most states, a widow 
is entitled to a specified minimum share of the decedent’s estate, and if 
a lesser portion is given to her in her husband’s will, she has the right 
to elect against the will and thus receive her full share of the estate 
despite the will provisions. This right cannot be denied her unless she 
has waived it in a formal manner usually prescribed by statute. 

Therefore, where a proprietorship constitutes the major portion of a 
testator’s property—which is frequently the case—such a plan, standing 
alone, is not practicable if the proprietor’s wife is living. And even 
where this legal obstacle may be surmounted, the plan alone may not 
be feasible because of the inequality it works among the heirs. For ex¬ 
ample, a proprietor with a family consisting of his wife, a son, and a 
daughter would certainly not want to leave the bulk of his estate to his 
son at the expense of his wife and daughter, even though the arrange¬ 
ment might meet the minimum requirements of the decedent estate law. 
Under such circumstances, if this plan for the continuation of a pro¬ 
prietorship otherwise appears to be the best one available, and if the 
proprietor is insurable, he may purchase additional property in the form 
of life insurance sufficient to equalize, or at least to bring into suitable 
ratio, the shares going to the various members of his family. 
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In this connection, however, it must be kept in mind that in most 
jurisdictions life insurance proceeds going directly to a widow as named 
beneficiary are not counted in calculating the minimum share of her 
husband's property to which she is legally entitled. Therefore, either her 
waiver of statutory rights should be made a part of the plan, or the 


insurance proceeds destined for her should be made payable to the pro¬ 
prietor’s estate—unless a more elaborate arrangement is added to the 
plan, including the creation of a living insurance trust. 

The insurance trust arrangement. Under this arrangement an 
insurance trust would be executed immediately, with the amount of life 
insurance payable to the trustee equal to the value of the proprietorship. 
The will would provide for the continuation of the business by the 
designated personal representative under a testamentary trust until the 
son is ready to take over the business. In the meantime, the net income 
from the business and from the insurance trust would be paid to the 
members of the family in suitable shares or to the widow, as may be 
desired. And when the son is ready to take over the business, the trustee, 
following instructions contained in the insurance trust, will purchase 
the proprietorship business from the personal representative under the 
will, turn it over to the son, and pay the corpus of the insurance trust to 
the personal representative in payment for the business. The testa¬ 


mentary trust also may be terminated at this point and the funds divided 
between widow and daughter, or it may be continued for their benefit, 
in accordance with the testator’s wishes. Of course, the instruments will 
have to be carefully drawn to include alternative provisions for the dis¬ 
posal of the business in the event that it cannot be operated profitably, 
or in the event that the son never takes over the business, either be¬ 
cause of death or because of a desire to pursue a different career. 

The above arrangement will enable a proprietor with a wife and 
two children to leave each of them one-third of his property provided 
proprietorship constitutes one-half of his net estate. If the value 
of his business amounts to less than one-half, he can equalize the share 
going to his son, if he wishes to do so, by an additional bequest to the 
son m the will. Where the value of the business amounts to more than 
one-half, he can equalize the shares going to his widow and daughter 
y e purchase of additional life insurance made payable to his estate 

shin Tl t0g£ther With his P ro P ert y other than the proprietor¬ 

ship, will equal the value of his business. Thus it is clear that in any 
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ordinary family situation, an insurable proprietor, by suitable will pro¬ 
visions and by the purchase of the prescribed amount of life insurance, 
can work out equal shares for each member of the family and at the 
same time preserve his proprietorship as a unit for one member. 

Ability of personal representative of prime importance. Be¬ 
fore leaving the discussion of plans by a proprietor for the continuation 
of his business until a son or other relative is ready to take it over, it 
should be further emphasized that the carrying through of such a plan 
depends ultimately upon the ability of the personal representative to 
conduct the business successfully during the period intervening between 
the death of the proprietor and the time when the heir can assume the 
responsibility. Only too frequently, the proprietor delegates this diffi¬ 
cult task to an individual lacking the necessary aptitude or experience— 
often his widow. 

This was the situation in the great leading English case of Ex parte 
Garland, 10 Ves. 110 (1804), in which Henry Ballman left his prop¬ 
erty in trust under his will and directed his widow, Margaret, to carry 
on his trade as miller until such time as the trustees should think proper 
to establish his sons, or either of them, in the business. In addition to 
the milling business assets of about £1351, Ballman directed in his will 
that his trustees advance to his widow up to £600 to enable her to carry 
it on. After his death, the widow continued the enterprise for several 
years, being advanced the £600 and an additional £768 from the 
trust estate. She then became bankrupt. The creditors of the continued 
business tried to reach the other assets of Ballman’s estate, but Lord 
Eldon held, in a decision which has been a landmark of the law since 
1804, that where a testator directs a business to be carried on and 
designates a limited fund to be used for that purpose, the general 
assets beyond that fund are not liable for the debts of the continued 
business. For our purpose here, however, the case is one of the oldest 
that illustrates the dangers inherent in the selecting of an amateur 

to continue a decedent’s proprietorship. 

Willis v. Sharp. Sometimes, however, it is a widower who proves to 
be the "amateur” at continuing a decedent’s business, as is shown in 
the leading New York case of Willis v. Sharp, 113 N. Y. 586 (1889), 
a case cited as authority for so many of the rules collated in Matter of 
Gorra. Fida C. Sharp had for many years conducted a merchant-tailoring 
business in New York City. On her death she left a will directing that 
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all of her property should be placed in trust for the education, main¬ 
tenance and support of her son Harry until he became 25, and that 
some legitimate business should be carried on for his benefit until that 
time, with her husband retained as its manager at a salary of $1,500 a 
year. The will also provided that her executors could "sell or make 
such other disposition of my real and personal estate as the safe conduct 
of such business shall seem to require.” The surviving husband alone 
qualified as executor and continued the merchant-tailoring business, but 
within six months after the death of his wife he had run up a bill with 
Willis amounting to $1,380. Willis, who could collect only $65 in 
payment from the husband and executor, sued in equity to reach the 
general assets of the estate on the ground that the executor was irre¬ 
sponsible individually. Willis won the case; the court opinion stated 
that the wording in the will of Mrs. Sharp "indicates, we think, unmis¬ 
takably, an intention on her part to subject her general assets to the 
debts of the business and to authorize the executor to contract debts 
therein binding her general estate.” 

Corporate trustee preferred. The books are full of cases which 
could be cited to emphasize further the fact that any plan for the con¬ 
tinuation of a business until an heir can take over can be no better than 
the ability of the personal representative selected to conduct the enter¬ 
prise in the interim. By now it should be apparent that such an under¬ 
taking should be entrusted only to a professional trustee or to an in¬ 
dividual who possesses outstanding qualifications for operating the par¬ 
ticular proprietorship in question, and who is willing to do so. And 
even though such an individual is available, he is subject to the personal 
hazards of death and disability. For this reason a professional corporate 

trustee is recommended whenever such an institution is willing to 
undertake the trust. 


CONTINUANCE OF BUSINESS FOR INCOME 

TO FAMILY 

A proprietor may direct in his will that his executor continue his 
enterprise for the purpose of providing a more or less permanent source 
0 income to his family. Under such a provision, as under the plan of 
continuance until a relative can take over the business, the personal 
representative will be called upon to accomplish two distinct and diffi- 
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cult tasks. As executor, he must keep the business intact and operating 
efficiently; and at the same time he must perform the regular duties of 
his office with respect to the other assets of the proprietor's estate, in¬ 
cluding their possession, appraisal, liquidation (if required), the pay¬ 
ment of taxes, debts, and administration expenses, and the distribution 
of the remainder in accordance with the terms of the will. As trustee, 
he will be called upon to continue the operation of the business suc¬ 
cessfully during a substantial period of years for the benefit of the 
members of the deceased proprietor’s family. 

It should not be necessary at this point to recite again in detail the 
hazards involved in this plan. Nevertheless, some of the potential 
dangers need further underscoring. In settling the estate, the personal 
representative, as executor, can keep clear of personal liability for the 
obligations created by the proprietor if he acts prudently and without 
fault or negligence. In continuing the business, the personal representa¬ 
tive, as trustee, is personally bound by the contracts he makes. He is, 
however, entitled to indemnity out of the assets embarked in the con¬ 
tinuing business (or out of the assets of the entire estate if the will 
unequivocally devotes the whole estate to the carrying on of the enter¬ 
prise), providing he acts prudently. If, on the other hand, the executor 
and trustee is guilty of misconduct, bad faith, negligence or imprudence 
in settling the estate or in continuing the business, the right to be in¬ 
demnified will be withheld by the court, with the result that the money 
paid to discharge the obligations involved in any breach of duty must 
ultimately come out of the personal representative’s own pocket. 

Undesirability of naming proprietor’s widow as personal repre¬ 
sentative. That the personal representative be held liable obviously 
is essential, but its application may bring about unforeseen and unde¬ 
sirable consequences from the standpoint of the proprietor if he has 
designated a member of his family as personal representative to con¬ 
tinue his business. An outstanding example showing such undesirable 
results has already been given in the case Miller v. Didtsheim & Brother 
(see pages 49-51), in which the proprietor’s widow and executrix con¬ 
tinued his business under a court order authorizing its continuation as 
long as the same is conducted with a profit to the estate of the de¬ 
cedent.” After suffering losses, she resigned and paid the amount of 
the losses to the successor from her own funds. However, because of 
her personal liability for obligations incurred, she was subsequently re- 
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quired to pay the balance of a debt owed an unsatisfied creditor of the 
continued business. The result would have been no different had she 
continued the business under a will provision similar to the court 
order granted her—but had that been the case, the deceased proprietor 
Miller could be criticized for putting his widow in such a predicament. 

When will provisions that designate the proprietor’s widow as per¬ 
sonal representative are coupled, not with positive directions to con¬ 
tinue the decedent’s business, but with broad discretionary authority 
to do so, they are particularly susceptible to undesirable results. There 
is an added danger that if the widow suffers losses, the court will refuse 
to allow her to be indemnified on the ground that she was imprudent or 
negligent in not discontinuing the business at the time when the court 
may think it should have been done. 


This and other points are well illustrated by the case of In re Onstad, 
224 Wis. 332, 271 N. W. 652, 109 A. L. R. 630 (1937). P. C. Onstad 
conducted a general store in Cambridge, Wisconsin, during which time 
one Robert N. Nelson had become an accommodation maker of a note 
with him for $800. Onstad died August 24, 1929, before the note be¬ 
came due; and when it did fall due, the bank demanded and received 
payment from Nelson. Onstad’s will gave his estate to his widow for 
the duration of her life and thereafter to his children, appointed her 
executrix and stated that it was his desire that his wife, Jennie, should 
use her discretion in continuing the general merchandise business for 
e ene t of his estate. In addition, the widow procured a court order 
authorizing her to continue the business as “special administratrix” and 
as expense to pay herself $75 per month, her son $100 per month and 
woman clerk at $60 per month. She failed to inform the court how¬ 
ever, that at the tune of the proprietor's death the business wai only 
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approximately two-thirds.) When the widow filed her final account, it 
showed a balance on hand for distribution of $434.47, which was suffi¬ 
cient to pay the creditors only 7 per cent of their claims. The account 
was approved as containing the following items of credit: loss by de¬ 
preciation through operation of the business, $7,953.29; loss by depre¬ 
ciation of fixtures, $811.50; loss on sale of stock of goods below inven¬ 
tory, $2,148.93; loss on accounts, $1,314.86. 

All of the creditors except Nelson accepted 7 per cent of their claims 
and released the estate. Nelson, however, filed objections and moved 
for an order requiring the widow to pay his claim in full. The lower 
court allowed his claim but denied his motion, which left him still in 
the position of being able to collect only 7 per cent, and he appealed. 
Wisconsin's highest court reversed the judgment of the lower court 
that had approved the widow’s final account, and remanded the case 
with direction to order her to pay Nelson’s claim in full. While the 
opinion cannot be taken as a model of pellucidly expressed judicial 
reasoning, it nevertheless contains several points of interest. First, it 
shows clearly that provisions for the continuation of a decedent’s busi¬ 
ness must be predicated upon provisions for settlement of the obliga¬ 
tions of the deceased. On this point the court said: 

The rule in Willis v. Sharp, supra, that creditors of a testator 
are not bound by the provisions of his will for continuance of his 
business, follows from the statutory provisions that a decedent’s 
estate less exemptions, preferred claims, widow's allowance dur¬ 
ing settlement, etc., must be devoted so far as necessary to the 
payment of the testator’s debts. [Wisconsin statutes cited.] This 
is also implied from the conditions of the statutory bond of an 
executor, that he will "pay and discharge all debts” out of the 
personal property of the estate. 

The estate at the time of Onstad’s death had ample funds with which 
to pay Nelson, and failure to do so was held a breach of duty on the 
part of the executrix. Of course, Nelson might have expressly consented 
to the continuance, or might have been estopped by conduct that would 
imply consent, as were the bankers in the Etviis case, but the court found 
to the contrary. 

Second, the will provision authorizing the widow to use her discretion 
as to continuing the business was interpreted impliedly to mean her 
•prudent” discretion. The court held that under the circumstances she 
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had been imprudent in continuing the business and in failing to settle 
the estate within a year, in the absence of an extension of her original 
court order beyond that time. On this point, the court says in part: 

It appears clear that the loss sustained by reason of the im¬ 
prudent continuation of the business by the executrix and the con¬ 
duct of the business by her after the time when under the statute 
the estate, in absence of an extension for cause by the court, 
should have been closed, exceeded the amount of appellant’s 
claim. 


Third, it is clear that, had the executrix failed to make settlement 
and to get releases from the other creditors, her ultimate liability would 
have been several thousand dollars instead of several hundred. It is evi¬ 
dent from the opinion that the court would have ordered a new ac¬ 
counting had there been any creditors then interested in the funds other 
than Nelson. 

Fourth, die case is another example of the disaster that may result if 
an inexperienced personal representative attempts to continue a pro¬ 
prietorship during a business depression. 

Extraordinary personal representative may produce extraordi¬ 
nary results. It was stated previously that the continuation of a busi¬ 
ness should be undertaken only by a professional trustee or by an in¬ 
dividual trustee who possesses outstanding qualifications for operating 
the particular proprietorship, and who is willing to do so. The busi- 

?r- pI l Ced m the testamentaf y trust involved in Holmes v. Hrobon, 
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able.” Broad powers and discretion were given the trustee. The de¬ 
cedent’s widow was life beneficiary of the trust. Since the trustee was 
given no working capital with which to operate the business, he used 
portions of current profits as capital in successfully maintaining and ex¬ 
panding the business. Up to September 1946, the trustee had paid the 
widow over $263,000 as trust income, but had devoted a somewhat 
larger amount to operating and expanding the business. Among other 
things, the trustee had purchased several small competing businesses, 
and on approval of the probate court had insured his life for $75,000 
for the benefit of the trust. 

Ohio s highest court held that the trustee had properly used part of 
the business income as business capital; this must have been the de¬ 
cedent’s intent, since otherwise it would have been impossible to con¬ 
tinue operations. The widow’s ultimate right to the income so used, 
however, must be preserved. The court also approved the trustee’s pur¬ 
chase of life insurance for the trust’s benefit, and the expenditure as an 
operating expense, although the policy had been cancelled due to ob¬ 
jections made in lower-court proceedings. 

Here, we witness a business being continued in trust with extraordi¬ 
nary success. Never to be overlooked, however, is the cause of that suc¬ 
cess: the extraordinary business ability of the trustee selected by the 
proprietor to continue his business operations. Few proprietors have the 
opportunity to make so fortunate a choice. 

Provision in will for incorporation of business. Before leaving 
the subject of will provisions that direct the continuance of a proprietor¬ 
ship for the purpose of providing a more or less permanent income to 
the proprietor’s family, further reference should be made to plans that 
call for incorporation of the enterprise after the proprietor’s death and 
that place all or part of the stock in trust for the benefit of the family. 
Two such schemes have already been alluded to: the provision for the 
incorporation and holding in trust of the Peter Doelger Brewing Com¬ 
pany, and a similar provision with respect to John Beattie s quarry busi¬ 
ness. With such an immense proprietorship establishment to deal with, 
Peter Doelger no doubt selected the best plan for his will that was avail¬ 
able to him, even though the trustees found it advisable some years 
later, as a result of changed conditions, to dispose of the brewing busi¬ 
ness and to direct their operations into other channels. The quarry busi¬ 
ness left by Beattie fared badly, and must be grouped with the large 
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number of other cases evidencing the fact that it is unsafe for a pro¬ 
prietor of an enterprise of ordinary dimensions to rely on the successful 
continuance of the business for the maintenance and support of his 
family. A third plan of this nature, a plan set out in the case of Matter 
of Noll, 273 N. Y. 219, 7 N. E. 2d 108 (1937) will now be discussed. 

Matter of Noll. Rudolph R. Noll was the sole proprietor of a granite 
memorial business, employing William Heinz as manager. Noll died 
in September, 1933, survived by his wife and his daughter, a minor. 
His will, executed a few months before his death, directed the payment 
of "all my just debts, and funeral expenses,” made certain specific be¬ 
quests and directed as follows with respect to his business: 


Fourth. I authorize and empower my executors to continue 

my business . . . and I direct that as soon as convenient after 

my death said business be incorporated under the laws of the 

State of New York ... in such sum as my executors may deem 

desjrable, and that my said executors transfer to said corporation 

the assets of said business in exchange for an equivalent 

amount of the capital stock of said corporation, and that the total 

expense for incorporating said business shall be charged against 
my estate. 6 


(a) I direct that Twenty Five per cent of the capital stock of 
said corporation be given to my friend and manager William 
Heinz; and it is my wish that he be retained as the manager of 
said business, as incorporated, and adequately compensated for 
tus semces as such manager, irrespective of his ownership of the 
said Twenty Five per cent of the capital stock of said corporation. 

said r 1 dire ? Seventy F,ve P er cent of the capital stock of 

orwiZTr bC heId by my executors > “ hereinafter further 

one-half for the benefit of his wife and one- 
half for the benefit of his daughter]. 


Noll s gross estate was appraised at $152,000. The value of the busi- 
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charged the personal representatives for that amount. This decision was 
affirmed by the intermediate appellate court, but was reversed by New 
Yorks highest court. Chief Judge Crane pointed out in the opinion 
that there was no distinction between the business debts of a proprietor 
and his other debts, that the personal representatives were called upon 
first to pay "all” of the debts of the testator, and that they could not 
deal with the assets for incorporation purposes or any other purpose 
until the creditors were satisfied. With respect to the plan of continuing 
the business, which is our primary concern here, the opinion states in 
part: 


William Heinz was his manager. The business presumably 
could not continue after Noll’s death without Heinz. This the 
testator recognized, and by his will made it an inducement for 
him to continue, so that his wife and daughter might have the 
income from the business, or such portion of it as was not given 
to Heinz. The business had been running down, from a profitable 
one, to one without profit. The annual income of approximately 
$14,000 in 1929 and 1930 dwindled each year and, in the first 
eight months of 1933, the business was operating at a loss. It was 
during this last year that the will was drawn. The merchandise 
was of a kind not easily salable, yet no doubt the testator had 
hopes that with the improvement in financial conditions the busi¬ 
ness would improve. He counted on Heinz. The criticism, there¬ 
fore, of the gift of stock to William Heinz, no relative, is unjusti¬ 
fiable. The income, as the testator knew, for his relatives would 
depend upon Heinz, the manager, after he, the owner, had passed 
away. . . . 

The testator knew his circumstances; his will indicates a desire 
to provide solely for his wife and daughter, and no doubt he 
used the best means to accomplish the purpose by keeping Heinz 
in the business. 

Notwithstanding the highest respect for the dictum of the learned 
judge, the question might still be raised as to whether Noll did use the 
best means to provide for his wife and daughter. Under the plan they 
are dependent upon three-fourths of the net income of a small business 
which, over the five-year period immediately prior to the proprietor s 
death, had varied from an annual profit of $14,000 to a net loss. Conse¬ 
quently, similar fluctuations might have been expected to occur in the 
future; hence the beneficiaries of the plan could never be certain of the 
amount of their income in any year or that there would be any income 
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at all for them. Their interest in the business, therefore, must be classed 
as speculative. Heinz, in spite of his legacy of one-fourth of the busi¬ 
ness, had heavy responsibilities. His future salary was dependent upon 
the board of directors of the corporation, which was controlled by the 
trustees who held the majority stock. Stock dividends were dependent 
almost entirely on his own efforts, yet three-fourths of the total amount 


would go to others. On his shoulders rested the task of carrying on the 
enterprise and of producing profits satisfactory to the widow and 
daughter. Criticism of the gift of stock to him was made in the probate 
proceedings and he could expect a resurgence of criticism at any time 
profits were not made. At the time Noll acted—just a few months prior 
to his death—the plan may well have been the best expedient available 
to him at that late date, but its hazards are so apparent that it cannot 
be accepted generally as a suitable business continuation plan. 

The Noll case illustrates the general rule that business debts and 
other debts of a decedent are not treated separately in administering his 
estate. They will be treated separately, however, if the decedent so 
directs in his will and his estate is solvent. In Re Cbertow’s Estate, 109 
N.Y.S.2d 567 (1951), the decedent had directed in his will that "all 
my just debts, funeral and testamentary expenses be paid by my Execu¬ 
trix and had specifically bequeathed his luggage business "subject 
to all debts and claims connected with said business." The latter phrase 
was held to separate the two varieties of obligations so as to charge the 

usiness debts against the business assets, and the other debts against 
the general estate. 

Widow s right to elect against will may defeat trust plan. We 
"7 ,™ d [ mentioned hazard to a proprietor’s will plan repre- 

Ltete 7 h tr’ 5 right t0 dect against his wi “ and t0 her 

entfret $ The *"“** ° f tWs ri « ht sometim “ 

trust ™ P ^ P t0 P netor ' s P Ian t0 ha ™ his business continued in 
(1950) th * result ,n Ma yhew v. Atkinson, 93 F. Supp. 753 

Sch “T l kft his service store - and ““ real F°p**y 
widlwt ul n e , d ’c n trUSt> With fixed to paid to Z 

PW Upon I d 6 “ d With remainders ^ two em- 

! he w,dow s tenunaation of her interest under the will 

«T“ »5L2 

never came'to Z 1116 “ t “ ded teSta “7 trust 

into being. This hazard must not be overlooked. 



80 


PROPRIETORSHIPS 


SPECIFIC BEQUEST OF PROPRIETORSHIP 

There remains one other distinct type of will provision to review: 
the will provision that bequeaths the business to a legatee immediately 
upon the death of the proprietor. If the legatee is an adult son or a 
brother of the owner, someone who is capable and desirous of carrying 
on the enterprise, this plan is ”a natural.” Certain precautions, however, 
must be taken. 

First, it is essential that the proprietor make sure that his will provi¬ 
sions cannot be upset by other legatees. This possibility will exist if 
there is a surviving widow who has not been given her legal share in the 
estate, or who for other reasons may elect against her husband’s will, 
and may be overcome by securing from her in advance a proper waiver 
of her right to elect against the will; but such procedure is feasible only 
where she has an ample fortune of her own. Ordinarily, if other prop¬ 
erty is lacking, the proprietor should be advised to procure, as a mini¬ 
mum, sufficient additional life insurance to be received by his widow 
in such manner as to satisfy the legal requirements. The same method 
is, of course, available to do equity to other members of the family if 
the assets of the proprietorship make up the bulk of the estate. 

If the use of this method would require the proprietor to purchase 
more life insurance than he could maintain conveniently, a modified 
plan may be used whereby the son (or other potential legatee of the 
proprietorship) will agree to purchase part of the business at the 
proprietor’s death. The son would then obtain insurance on the proprie¬ 
tor's life to cover the purchase price, and would pay that price into the 
estate for distribution under the proprietor’s will to the other members 
of the family. The son would receive the remaining part of the business 
as legatee. Under this modified plan, used alone or in conjunction with 
additional life insurance purchased by the proprietor, considerably less 
insurance is required in order to achieve an equitable distribution of the 

proprietor’s estate among his family. 

Second, it is equally essential that the proprietor make sure that his 

provisions will not be upset after his death by his own creditors. Ex¬ 
amination of the cases shows that this precaution is too often neglected, 
to the embarrassment of the legatees. However, it is also of interest to 
note that specific legatees (legatees of particular items of property) 
occupy a preferred position with respect to the creditors of the pro- 
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prietor. In the first place, such legatees are beneficiaries of the well-nigh 
universal rule that general assets of the estate must be exhausted in 
payment of estate debts before resort can be had to property specifically 
bequeathed. In the second place, if resort must be had to property spe¬ 
cifically bequeathed, its legatees are usually liable only to the extent 
of its value at the time of the testator’s death, not being liable for any 
profits earned from the property after its delivery to them. 

An illustration of the effect of these rules in the estate of a pro¬ 
prietor who had neglected to provide for the cash needs of his estate is 
given in In re Van Houten’s Estate, 18 App. Div. 301, 46 N. Y. S. 190 
(1897). Edward Van Houten had for some years owned a livery stable 
in Nyack, New York, which was conducted for him by his brother 
Erastus. By his will Edward specifically bequeathed the livery stable 
property and good will to Erastus, and the latter also qualified as execu¬ 
tor. The tangible livery property was appraised at $3,202.94, represent¬ 
ing somewhat less than one-half the estate. As legatee, Erastus immedi¬ 
ately continued the operation of the stable, the gross receipts of which 
amounted to $23,039 during the subsequent four years. His accounting 
as executor, however, showed that the entire property of the estate was 
not sufficient to pay the debts of the deceased proprietor, and the Surro¬ 
gate charged him not only with the value of his legacy, but also with 
the amount of profits he had made from the livery property since the 
testator’s death. On appeal, it was held that he was liable to the creditors 
of the testator to the value of the business, including good will, at the 
time of the proprietor's death, with interest, and for rent of the premises 
occupied by such business, but that he was not chargeable with the 
profits of the business made subsequent to death. 

Thus, the continuation of this business was luckily accomplished- 
to. by the specific bequest of it; second, by its being operated by the 
egatee as such, rather than as executor, from the moment of the pro¬ 
prietor s death; third, by the fact that the legatee, already experienced 
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DETERMINING WHAT CONSTITUTES THE 

PROPRIETORSHIP 

Before leaving the subject of continuation plans under the pro¬ 
prietor’s will, something should be said of another problem the per¬ 
sonal representative may encounter: determining exactly what items of 
property belong to the proprietorship business. This problem is likely 
to be faced in its most difficult form where the business is specifically 
bequeathed or placed in trust, with other estate property bequeathed 
to certain beneficiaries. Since the business is not a separate legal entity, 
the solution of the problem depends largely upon how carefully the 
proprietor was in segregating his business from his personal affairs. 
Even then, however, a court may have to solve the problem. 

This was the solution required in Shaw v. Shaw, 224 Ark. 833, 276 
S.W.2d 699 (1955). There, the proprietor of a successful proprietor¬ 
ship bequeathed it, "including stock, equipment, furniture and fixtures, 
cash, accounts receivable and any other assets (but subject to bills pay¬ 
able) . . .’’in trust for his widow and two daughters by a former mar¬ 
riage. He bequeathed all his personal property "not connected with 
the business,” to one of his daughters. Despite the fact that the pro¬ 
prietor had an established place of business, and had an employee keep 
not only strictly business records but individual records for himself, 
the problem of whether twelve certain items of personal property worth 
over $7,000 belonged to the business, or to the daughter, had to be 
settled by Arkansas’ highest court. Even then, the decision was not 
unanimous as to one bank account and a station wagon. Obviously, this 
is a difficult problem at best, and one that must not be neglected by the 
proprietor or his attorney. 

SUMMARY OF WILL PLANS 

In summary, it may be said that because of the tremendous number 
of existing proprietorships, situations will be found in which each type 
of will provision has its place. 

In a very few cases, a will provision directing the sale in the ordinary 
course of the stock on hand in a mercantile business will be called for. 
It should never be used, however, except as a last resort; heavy losses 
always may be expected from the liquidation of the business assets. 
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Furthermore, the business enterprise goes out of existence, and its good 
will value and its value as a going concern are then totally lost to the 
heirs and to the community. Whenever such a provision must be used, 
life insurance should be purchased by the proprietor, and paid for out 
of the profits of the business, in an amount that will offset these losses 
and transmit the full value of the business to his heirs. 

A provision for the continuance of a proprietorship business as a 
going concern until it can be sold as such by the personal representative 
involves danger of substantial losses and should be restricted to those 


cases in which a competent and experienced personal representative is 
available who can be furnished with ample cash capital and to those 
cases in which the proprietor, during his lifetime, has been unable to 
arrange for a satisfactory sale of his business to be effective at his death. 

A provision directing the continuance of a business until a son or 
other relative can take over has its logical place. Because of the hazards 
involved, it should not be used if there is a very young son or other 
relative whose future vocational qualifications, aptitudes and desires 
are entirely problematical. When used, it calls for an able and willing 
personal representative who has sufficient funds at his disposal, an 
equitably balanced will so that other members of the family are suitably 
provided for without recourse to the proprietorship assets, and a well- 
established business that, if properly managed, can weather economic 
recessions and changes in business trends. 


A will direction for the continuance of a proprietorship business in 
order to provide a more or less permanent source of income to the 
proprietor s family should seldom be used. Experience teaches that it 
so , m general, be restricted to gargantuan proprietorships such as 
or example, the Peter Doelger Brewing Company. In the ordinary 
situation the enterprise is largely a one-man affair and it is too much to 
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balancing of property given to other members of the proprietor’s family, 
with particular reference to the minimum share of the estate that must 
be given to his widow. The legatee of the business should also be 
furnished with additional business capital to offset the loss of the credit 
and key-man value of the proprietor. 

This plan would fail, and probably the business would have to be 
liquidated at the proprietor’s death, if the potential legatee of the busi¬ 
ness dies first. To hedge against this possibility, the proprietor would 
be well advised to insure the potential legatee for the difference between 
the going-concern value of the business and its liquidation value. 

And finally, collateral to any and all of these provisions, the proprietor 
should provide cash for the payment of debts outstanding at time of 
death, for it should always be remembered that directions for the con¬ 
tinuance of a business will not be allowed to interfere with the right of 
existing creditors to receive their money. 

Thus, we find that in certain well-defined situations special will 
provisions are suitable to solve the problem of continuing a proprietor¬ 
ship business, but that in the absence of such special situations, provisions 
available through a proprietor’s will are generally unsatisfactory. 

In our search for a better solution of the remaining situations, we 
shall now examine plans available to the proprietor that he may enter 
into with others during his lifetime. 



Part III 


THE PROPRIETORSHIP INSURED 

BUY-SELL AGREEMENT 

CHAPTER 8 

Agreements Between Proprietor 
and Others for 
Continuation of Business 


TWO TYPES OF AGREEMENTS AVAILABLE 


Two GENERAL TYPES OF AGREEMENTS LOOKING TO THE 
continuation of his business after his death are available during the life- 
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The second type of agreement, an agreement to buy and sell the 
proprietorship, effective upon the proprietor’s death, is commended to 
the vast number of proprietors who have no sons or other relatives as 
logical successors. This form of agreement will now be discussed. 

WHY A BUY-SELL AGREEMENT IS DESIRABLE 

Often a proprietor has devoted the best years of his life to building 
up a substantial business that, under his ownership and management, 
affords him and his family a satisfactory livelihood. For many reasons, 
he does not want to have the enterprise crumble upon his death. But 
he knows, or should know, that without some pre-arranged plan, the 
business will close its doors when he passes away and the assets will be 
sold, in due course of the administration of his estate, for a fraction of 
their former worth as assets of a profitable going concern. He also 
knows that the business, if he provides in his will for its continuance 
until it can be sold as a going concern, may well run into serious dif¬ 
ficulties before a likely buyer can be located; and that such a plan is, 
therefore, fraught with uncertainty and risk. He knows further that he 
is leaving a speculative source of income for the maintenance and sup¬ 
port of those dearest to him, if he provides in his will for the continuance 
of the business by his personal representative in order to provide income 
more or less permanently for his family. 

What, then, should he do? It is submitted that he should at once look 
for a logical successor to his proprietorship business, and when such a 
person is found, enter into a binding agreement with him for the pur¬ 
chase of the enterprise as a going concern, to be carried out upon the 
proprietor’s death. The buyer of the business under such an agreement 
will acquire it as an actively operating unit; hence he can well afford to 
pay its going-concern value and the proprietor’s estate will suffer no 
liquidation losses. With proper arrangements for financing the purchase 
price, the proprietor’s family will receive the full value of the business 
in cash, which can be placed in investments suitable for the widow 
and children. Under such a plan, the proprietorship business will con¬ 
tinue uninterrupted, to the benefit of the buyer and the community, and 
as a monument to the ability and foresight of the proprietor who founded 
and perpetuated the establishment. 
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THE PARTIES TO THE BUY-SELL AGREEMENT 

Where will a proprietor find his prospective buyer? In most instances, 
he need not go afield; he should look among his own employees. There 
he will usually find one or more individuals of ability and ambition, 
familiar with the business, who may already have wondered what would 
happen to their jobs and future business careers should the proprietor 
suddenly pass away and who would gratefully and enthusiastically 
respond to the opportunity of becoming successors to the business. 

For an apt example, let us turn back for a moment to the case of 
Conant v. Blount (page 63, et seq.). Marcus Conant, proprietor of the 
undertaking business, had associated with him one A. W. Ruus, "who 
had been in the employ of the testator for many years and enjoyed his 
confidence. Ruus, you may remember, bought approximately one-half 
of the stock of the first corporation organized by the executor after the 
proprietor s death, Ruus delivering notes calling for payments of $200 
a month. Then at the end, on the failure of the second corporation, the 
executor rented the old premises to the successors of the Conant Funeral 
Home, Long and Ruus. Clearly, here was a key employee who logically 
would have welcomed the opportunity during Marcus Conant's lifetime 
ot entering into an agreement with him to purchase the proprietorship 
busmess upon his death. As we shall see later, he could have financed 
the purchase in advance and owned the entire business outright on 
Conant s death with smaller monthly payments than he obligated him- 
to pay on the notes, after death, for a half-interest. With the busi- 
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plan been set up. Had this been done, Heinz would now own the busi¬ 
ness instead of holding only a one-fourth interest; and the widow and 
daughter would have had cash to place in suitable investments instead 
of being dependent upon a portion of the fluctuating earnings of a small 
enterprise. 

These cases are typical of thousands of existing proprietorships, among 
whose employees will be found a "Ruus” or a "Heinz,” eager for the 
chance to enter into an agreement that will assure his future and will 
someday make him the proprietor of his own business. 

There are, however, many proprietorships that do not have in their 
employ men of the calibre of Heinz and Ruus. In those situations, it 
will pay the proprietor well during his lifetime and his estate after his 
death to search out such an employee and bring him into the business. 
As the proprietor grows older, he will then have able shoulders on which 
to shift some of the burdens of management while he enjoys his later 
years, and he will be afforded the opportunity of ideally solving the 
problem of the disposal of the business upon his death. 

There are, of course, many strictly one-man proprietorships, businesses 
run without a need for employees. Proprietors of these establishments, so 
long as their establishments remain such, will have to fall back upon 
other solutions. 

FINANCING THE BUY-SELL AGREEMENT 

A buy-sell agreement between a proprietor and one or more of his 
key employees for the purchase of the business upon the proprietor’s 
death sets up a pre-arranged market for the business. Such an agreement, 
to be valid, must of course contain a stipulated purchase price or a 
definite valuation formula that may be applied at the time of death to 
produce a price. The plan must go further, however; it must assure that 
the purchaser has the money with which to pay over such price in full, 
or nearly in full, promptly on the proprietor’s death. Life insurance 
carried on the proprietor by the purchaser in the amount of the purchase 
price, exactly matching the purchaser’s obligation both as to time and 
amount payable, obviously is the most satisfactory method of financing 
such an agreement. Life insurance owned by the purchasing employee 
on the life of the proprietor in the amount of the purchase price not 
only assures all parties to the agreement that the cash with which to 
carry out the transaction will be forthcoming when needed, it also 
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constitutes the most convenient and practical method of financing the 
purchase. 

Non-insurance financing methods impractical. It would be a 


rare case indeed, in which an employee of a proprietor had sufficient 
wealth to enable him to pay cash for the business on the proprietor’s 
death. Eliminating this possibility because of its rarity, there remain 
three possible methods open to the employee other than the life insur¬ 
ance method: to stint and thereby save the purchase price; to pay the 
purchase price in instalments after the proprietor’s death; and to borrow 
the money at the time of the death. 


The method of saving the purchase price is entirely impractical. 
Years of stinting would be required to build up the necessary fund; 
yet the full amount might be required in a few years or even in a few 
months—when, no one can possibly foresee. 

The method of paying the purchase price in instalments over a period 
of years after his death would be unsatisfactory to the proprietor because 
the payments which should go to his family would be dependent upon 
the future fortunes of the business, one of the major hazards he is at¬ 
tempting to avoid. It would be equally unsatisfactory to the employee 

for it would be a drain on the future income of the business for many 
years to come. 


The method of borrowing can hardly be considered more than a mere 

hope or expectancy. Because the credit standing and borrowing ability 

of the purchasing employee at the unknown future time when the 

money will be needed cannot be foretold, there would subsist only a 

hope that he could then obtain the funds somehow in order to carry 

through the purchase. Not only does this uncertainty condemn this 

alternative in the eyes of both parties but, if perchance such a loan were 

made, the required payments of loan interest, together with repayment of 

Oie loan principal, would be twin millstones grinding down upon the 
purchasing employee. 

me,W of financing the purchase. The only 
complrtely satisfactory method of financing an agreement by which one 
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financing arrangement is to set up an advance instalment plan for the 
payment of the purchase price. Th'e amount of each ZZ £££ 
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small—for example, approximately 2 per cent if the proprietor is age 
37, 3 per cent if he is age 47, 4 per cent if age 54, 5 per cent if age 59, 
et cetera —and may be broken down into semi-annual, quarterly, and 
even monthly payments, if desired. And these instalment payments 
cease at the death of the proprietor, when the financing plan automatically 
becomes self-completing. 

By this advance method of financing the purchase price, compound 
interest is put to work immediately in favor of the purchaser, with the 
result that only in exceedingly rare instances do the total payments 
equal the purchase price; in contrast, under a purchase arrangement 
calling for instalments after the death, compound interest works against 
the purchaser and must be paid in addition to the full purchase price. 

From the standpoint of the proprietor, this plan of financing guar¬ 
antees that his estate will receive the full going value of the business at 
once, in cash. For him, an immensely difficult estate problem is solved 
perfectly. From the standpoint of the purchasing employee, the event 
that causes the purchase price to be due and payable will automatically 
cancel all future instalment payments and will place in his hands the 
full purchase price. For him, a going, profitable, familiar business is 
his, "free and clear.” 

VALIDITY OF THE BUY-SELL AGREEMENT 

No case has yet come to our attention in which the validity of an 
agreement of the exact type being discussed has been challenged. The 
legal principles involved, however, are similar to those involved in 
agreements for the purchase and sale of a partnership interest on the 
death of a partner, or for the purchase and sale of close corporation 
stock on the death of a stockholder. Many cases are cited later, in the 
sections dealing with partnerships and corporations, upholding these 
last two types of agreements. The underlying principle of such agree¬ 
ments, including an agreement for the purchase and sale of a proprietor¬ 
ship business, is well stated in the partnership case of McKinnon v. 
McKinnon, 56 F. 409, in which the court said in part: "In the State of 
Missouri ... it is well settled, as it is in most states of the Union, 
that an agreement by a person, upon a valuable consideration to give 
another the whole or a part of his property at the promisor s death, will 
be specifically enforced in equity, both as to real and personal property, 
if the consideration is duly rendered by the promisee. 
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Courts will compel specific performance of agreement. The 
gist of the rule quoted from the McKinnon case extends further than 
merely to uphold the validity of an executory contract of this nature; it 
holds that the courts will require the parties or their representatives to 
carry through the exact transaction of the purchase and sale of the busi¬ 
ness that is the subject matter of the agreement, rather than to require 
the recalcitrant party to pay a judgment for money damages for breach 
of contract. 

Thus, we find Maryland's top court granting specific performance of 
a contract for the resale of a burial vault business with underlying lease, 
in Wolbert v. Rief, 194 Md. 642, 71 A.2d 76l (1950), and stating: 
"It has been held that where the sale of personal property is incidental 
to the sale of a going business, equity may afford relief. See Pomeroy, 
Specific Performance, 3d Ed., s 16(e) p. 46, and cases cited in the note 
152A.L.R. 4, 61.” 

This is especially important to the purchasing employee, because his 
future business career naturally will be planned around the contemplated 
acquisition of the particular proprietorship business with which he is 
familiar and which he has agreed to buy. 

These points are well illustrated by Garber v. Siegel, 194 Misc. 966, 
87 N.Y.S.2d 597 (1948), modified and affirmed, 274 App. Div. 1068 
(1949). There, the proprietor of a carbonated route and beverage busi¬ 
ness had left the business to his widow. She immediately employed her 
brother to manage the business under a five-year contract that also gave 
him an option to purchase the business for $11,000 during the contract 
term. After three years of successful operation, he exercised his option 
to buy. When the owner refused to carry out the sale, the employee 
sued for specific performance. In granting this remedy, the Court stated: 


Plaintiff is entitled to relief by way of specific performance 
tor this is a business which he was associated with for a period of 
years and which he personally helped to develop. It involves spe- 
afac customers and cannot readily be duplicated or obtained in 
the market and it is apparent that his damages and loss of profits 
over an indefinite period of years cannot be readily ascertained 
and would in no event, furnish a complete and adequate remedy. 
Buner v Wright, 186 N.Y. 259, 262, 78 N.E. 1002, 1003, 

5X5 for reargument denied, 187 N.Y. 526, 79 N.E. 1102: 
addle v. Cabana, 220 N.Y. 18, 114 N.E. 1054. ... 



CHAPTER 9 

Specific Benefits of the Insured 
Buy-Sell Agreement 


An agreement between the proprietor and one 
or more of his key employees, financed with life insurance, by which 
the key employee will purchase the proprietorship assets and business 
for cash on the death of the proprietor, is of immense benefit to all 
concerned. 

BENEFITS TO THE PURCHASING EMPLOYEE 

Business future assured . Without such an agreement, the ap¬ 
plicable law would normally force the closing out of the business on the 
death of the proprietor and with it, the closing out of the employee’s 
job. However, with such an agreement, the employee will not only have 
a job, he will be the new proprietor of a going business, with all of its 
assets, customers and good will intact. And because he is familiar with 
the operations of the enterprise, the new proprietor will have every 
opportunity to continue it successfully. His business future is assured. 

BENEFITS TO THE DECEASED PROPRIETOR’S 

ESTATE AND HEIRS 

Estate receives payment in full, in cash, at once. In case after 
case, we have contemplated the difficulties and disasters that have over¬ 
taken estates trying to salvage the true value of a proprietorship in the 
absence of a practical plan for the disposal of a business on the death of 
the owner. With a subsisting insured buy-sell agreement, regardless of 
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the vicissitudes of other estates, the proprietor’s estate will receive the 
full going-concern value of his proprietorship immediately, in cash. 

Proprietor’s estate can be settled promptly and efficiently. In 
many of the cases, we have seen estates kept open for long periods of 
years because of the difficulties encountered in the disposal of a business. 
To review a few at random: In the Ennis case, the various creditors were 
litigating the proceeds of a closing-out sale six years after the death of 
proprietor Ennis; in the Conant case, the executor was being sued for an 
accounting of the continued funeral home thirteen years after proprietor 
Conant’s death; in Hewitt v. Beattie, the personal representative was 
trying to liquidate the quarry holdings and close out the estate twenty- 
eight years after proprietor Beattie’s death. However, if the proprietors 
had only arranged their affairs with more foresight, these difficulties 
could never have arisen. With an insured buy-sell agreement, the pro¬ 
prietorship business is disposed of for its full value as soon as the 
transaction can be consummated; and when the proprietorship business 
has been transferred to the purchasing employee for cash, the personal 
representative can administer the proprietor’s estate efficiently, eco¬ 
nomically, and with dispatch. 

Proprietor’s widow relieved of business worries. A backward 
glance shows that the widow of the proprietor has often fared badly. 
It cost the widow of Moran over $1,000 of her own money to continue 
Moran’s proprietorship for only one year. In the case of Swaine v. Hemp¬ 
hill, Mrs. Swaine s consent to continue her husband’s malting busi¬ 
ness cost her approximately $1,700, besides the almost $6,000 of her 
own funds used to pay estate debts because of lack of cash. In the Ennis 
case, approximately $13,000 was lost when the widow allowed her son, 
Donald, to continue the business. In the case of Miller v. Didisheim & 
rother, the widow of the proprietor Miller was apparently required 
to pay twice for certain debts incurred by the continued proprietorship. 
In the Onstad case, widow Onstad was fortunate that only one estate 
creditor refused to settle at seven cents on the dollar. And to go back 
to the year 1804, widow Ballman, in the case of Ex parte Garland, went 

bankrupt trying to carry on Ballman’s proprietorship until his sons were 
able to take over. 


How different the picture is fur the proprietor’s widow who is pro- 
ected under an insured buy-sell agreement. She is entirely relieved of 
tare respons.bd.tres in connection with the business; she need not face 
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the insuperable task of attempting to dispose of her husband’s proprietor¬ 
ship for its full value, or, without proper training, to cope with highly 
competitive business operations. Under a pre-arranged plan, the pro¬ 
prietorship is disposed of for its full going-concern value in cash, which 
may be invested in securities suitable for the widow and children. For 
her, business burdens, worries, liabilities, and financial hazards have 
been eliminated. 

BENEFITS DURING THE PROPRIETOR’S LIFETIME 

The business is profitably stabilized. Although the primary ob¬ 
jectives of an insured buy-sell agreement are realized upon the death of 
the proprietor, very important advantages accrue from such an agree¬ 
ment during the proprietor’s lifetime. The future of the proprietorship 
business having been assured, customers and clients will be more readily 
obtained and retained, which in turn tends to stabilize the business on a 
more permanent and profitable basis. Employees, knowing that the 
enterprise will not "fold up” on the death of the proprietor, will mold 
into a far more efficient and stable organization. If credit is necessary in 
the operation of the proprietorship, it will be more readily extended 
and probably on better terms because of the knowledge that the death 
of the proprietor will not bring about the termination of the business 
and the knowledge that the proprietor’s estate will be paid fully in cash 
for the going value of the business. The purchasing employee, instead 
of continuously looking for better opportunities elsewhere, will redouble 
his efforts to help conduct the proprietorship successfully in order to 
enhance the value of his future business. The interplay of all these 
favorable factors cannot fail to earn added profits for the present pro¬ 
prietor. 

Attractive savings medium provided purchasing employee. 

Each time the purchasing employee pays a premium for the insurance 
on the life of the proprietor, he has completed another advance instal¬ 
ment payment of the purchase price of the business. To him, therefore, 
each premium represents a saving—a capital investment immediately 
put to work for him at compound interest. As a savings plan, it possesses 
many attractive features. Each amount saved is of z convenient size and 
is made regularly. Furthermore, the plan contains an clement of com¬ 
pulsion, without which most savings plans are soon abandoned. The life 
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insurance has a guaranteed cash value, commencing after a year or two 
and increasing in amount with each premium payment. And despite 
the fact that these values are available to the employee at once in the 
event of an emergency, in most states they receive the highest degree of 
legal protection against the claims of others. Thus the purchasing em¬ 
ployee is furnished with a convenient, regular, efficient, legally protected 
savings program that is centered directly on the objective most vital 
to him—assuring his business future by making certain that the funds 
required to buy the enterprise will be fully saved at precisely the time 
they are needed. 

Proprietor’s burden of responsibilities lightened. Simultane¬ 
ously with the execution of a buy-sell agreement, there will spring up a 
new interest in the problems and opportunities of the proprietorship on 
the part of the purchasing employee because, from that day on, he will 
be vitally concerned with its success. This new interest not only removes 
the likelihood that the employee may some day leave and set up shop for 
himself in competition with the proprietor, it also makes the employee 
anxious to assume more and more of the responsibilities of the business. 
Thus the proprietor, as he grows older, is, without the necessity of taking 
in a partner and sharing the profits with him, able to taper off his busi¬ 
ness activities and find more time for the enjoyment of living. With an 
associate equally as interested in the future of the enterprise as he is him¬ 
self, the proprietor’s burden of responsibilities is bound to become lighter 
and his life more pleasurable with the passing years. Proprietors, like 
the rest of us, only live once; and this benefit of a buy-sell agreement 
alone would justify a proprietor in searching out a person whom he 

could hire and train as a key employee if his organization now lacks such 
an individual. 



CHAPTER 10 


Contents of the Buy-Sell 
Agreement with Life Insurance 


INTRODUCTORY 

Agreement must be drawn by a competent attorney. The in¬ 
sured buy-sell plan by which one or more key employees of a proprietor 
will purchase the business on the death of the owner is comparatively 
simple. The plan is composed of two elements: (1) a written agreement 
in which the proprietor binds himself and his estate to sell the enterprise 
to the employee upon the proprietor’s death, and in which the employee 
binds himself to buy such business upon the owner’s death at the stipu¬ 
lated price and agrees to maintain life insurance on the life of the owner 
in an amount equal to the purchase price; and (2) life insurance policies 
procured in accordance with the terms of the agreement. Because the 
proprietor must rely on the agreement for the disposal of his business 
for its full value in cash upon his death, and because the purchasing em¬ 
ployee will be dependent upon it for his future business career, the 
instrument itself is of such great importance to both parties concerned 
that only a competent attorney should be entrusted with its drafting. 

THE BROAD PATTERN OF THE AGREEMENT 

Although no two agreements for the purchase and sale of a pro¬ 
prietorship are exactly alike, all such agreements follow similar patterns. 
The essential provisions are as follows: 

1. A definite agreement as to the assets and liabilities that comprise 
the proprietorship business. 
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2. A commitment on the part of the proprietor that he will not 
dispose of the business during his lifetime without first offering it to 
the employee at the contract price. 

3. A definite commitment on the part of both parties in which the 
employee agrees to buy the proprietorship business upon the proprietor's 
prior death, and in which the proprietor, binding his estate, agrees to 
sell and transfer the business to the employee. 

4. A definite agreement as to the purchase price to be paid for the 
business, including underlying provisions for the valuation of the busi¬ 
ness. 

5. A definite commitment to purchase and to maintain, subject to 
the above agreement, life insurance on the life of the proprietor with 
which to finance the purchase. 

6. A definite stipulation as to the ownership and control of the life 

insurance policy that is made subject to the agreement, and as to the 

disposal of the policy should the proprietor outlive the purchasing 
party. 


7. A definite commitment with respect to the time and manner of 
paying any balance of the purchase price in excess of the insurance 
proceeds, including, for the protection of the estate, security provisions 
covering the unpaid balance; and conversely, provisions with respect to 
the disposition of any insurance proceeds in excess of the purchase price. 

8. A definite commitment that the buyer will assume all business 
debts and will save the proprietor’s estate from harm from them—unless 

the purchase price is on a ’gross” basis, that is, based upon the business 
assets without the business debts having been deducted. 

9. A definite commitment that the purchasing employee is to con- 
mue in the employ of the proprietor so long as the latter carries on the 
proprietorship business and the buy-sell agreement remains in force 
including an agreement as to the amount or measure of the employed 

future compensation. V 1 
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11. Provisions with respect to altering, amending, or terminating the 
agreement. 


CONTENTS OF THE AGREEMENT 

Since each proprietorship differs in some respects from every other, 
each insured buy-sell agreement must be individually tailored by the at¬ 
torney to fit the particular situation. This is accomplished by selecting, 
from a number of available arrangements, that arrangement most suitable 
to the situation at hand. A knowledge of the various alternative provi¬ 
sions is therefore necessary, and these will be discussed in the following 
analysis of the contents of such agreements. 

The parties to the agreement. The necessary parties are the pro¬ 
prietor and the purchasing employee or employees. If there is one key 
employee of the desired calibre, purchase by him alone simplifies matters 
considerably and is to be recommended. In many instances it is found 
advisable to have a trustee as an impartial third party both to act as 
custodian and beneficiary of the life insurance policies during the life¬ 
time of the proprietor and to supervise the carrying out of the purchase 
and sale upon his death. In community property states, or where the 
business assets include real property in a state granting dower rights, the 
wife of the proprietor should also be a party to the agreement. 

The purpose of the agreement. Any well-drawn agreement will 
contain recitals of its purpose as well as essential "background” informa¬ 
tion. For example, the agreement should identify the proprietorship, give 
the status of the purchasing employee, set forth the desire of the parties 
to sell and purchase the business upon the proprietor’s death and to 
carry life insurance for that purpose, et cetera. Such recitals help clarify 
the intention of the parties and might resolve possible ambiguities in the 
main provisions of the agreement. 

Description of the assets and liabilities of the proprietorship. 

New York’s highest court stated as follows regarding proprietor Noll, 
in Matter of Noll, 273 N. Y. 219: “• . • the estate consisted of every¬ 
thing the deceased owned—his business assets, his real estate or any 
other property. ... The debts of the business were his own debts the 
same as were his living expenses." Since no legal distinction is ma e 
between proprietorship assets and liabilities and the other assets an 
liabilities of the proprietor, in drawing up the agreement it behooves e 
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parties themselves to be particularly careful to describe or define exactly 
those assets and liabilities that are to constitute the subject matter of the 
agreement. Any uncertainty in this respect is bound to cause trouble. 

The “first-offer ” commitment. The agreement should contain a 

provision stating that if the proprietor should desire to dispose of the 

proprietorship during his lifetime, he shall first offer in writing to sell 

it to the employee at the contract price. If the offer is not accepted within 

a specified time, the proprietor shall be free to dispose of the business to 

any other person, but shall not sell it without first giving the employee 

the right to purchase at the price and on the terms offered by such other 

person. Such provisions not only protect the employee, but also may 

help govern the federal estate tax value of the business upon the pro¬ 
prietor’s death. 


The commitment to sell and buy. The agreement should state in 
precise language that, upon the prior death of the proprietor, his estate 
wili sell, and the other party will buy, the proprietorship business. 

The price to be paid , and valuation formula. Discussion of pur¬ 
chase of assets “gross.” A choice of several possible provisions is 
available m designating the purchase price to be paid for the business, 
relimmary to the agreement, however, the parties must decide whether 
e subject matter of the sale is to be the assets and good will of the 
usiness, or the assets and good will less the debts of the business. For 
example, a particular proprietorship may have assets and good will 
amounting to $35,000 and debts amounting to $10,000. If the em- 
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own the assets and good will of the business, unencumbered with the 
assumption of the proprietor’s business debts. This result, as we shall 
see later in more detail, eliminates one of the more difficult problems in 
the purchase and sale arrangement, the problem of assuring the estate 
of tire proprietor that the business debts will be paid. Because of this 
outstanding advantage, this plan is preferable, even in those situations 
where life insurance cannot be carried in an amount approximately equal 
to the value of the assets and good will of the business. 

A variation of the first plan may be used, however, to reduce the 
amount of life insurance needed to cover the purchase price. This 
variation was used to purchase from the proprietor the business involved 
in Harold /. Burke, 18 T.C. 77. Here is the pertinent paragraph from 
the contract of the parties there: 

3. It is agreed by and between the parties hereto that vendors 
are to sell to vendee all of the stock, merchandise, fixtures, cus¬ 
tomers lists, trade name, formulae, good will, and all personal 
property, tangible and intangible, now used by vendors in con¬ 
nection with the operation of the business of Killey Cleaners & 
Furriers whether said items of property are particularly enu¬ 
merated or not. It is specifically understood that there is not 
included in this sale any accounts receivable or bank accounts of 
the said business. 

Thus, the buyer did not purchase the accounts receivable or business 
bank accounts, and did not assume the business liabilities. 

There are at least two good reasons why it does not make much sense 
to purchase the business bank accounts of a deceased proprietor. First, 
when the purchase price is fully insured, the proceeds which go to pur¬ 
chase the bank account merely buy cash with cash. Second, the problem 
of determining which bank accounts belong to the business is eliminated. 
This can be a sticky problem—as we saw earlier in Shaw v. Shaw, 224 
Ark. 833 (1955). So far as accounts receivable and accounts payable are 
concerned they are owed to, and debts of, the estate; why not leave them 
that way. 

Whichever of the above plans is chosen, the agreement must state 
clearly the purchase price that is to be paid. Two methods for doing 
this are available. 

The first method is to fix the exact purchase price in advance. The 
price agreed upon is stated in the agreement at the time it is execute , 
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and there is an accompanying provision to the effect that the parties 
may revise the stated figure annually or more often by endorsing the 
revised purchase price upon the contract. 

The advantages of this provision are: 

(1) There can be no misunderstanding as to the amount of the pur¬ 
chase price. 

(2) The proprietor, knowing exactly what his estate will receive 
can plan for the welfare of his dependents with reasonable accuracy. 

(3) The purchasing employee, knowing in advance the amount he 

will be required to pay for the business, is enabled to keep the purchase 
price fully insured. 

(4) The terms of the agreement and the consummation of the trans¬ 
action are much simplified. 
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naturally favoring a high amount, there is too strong a likelihood that 
the provision would malfunction by generating future controversies. It 
must be realized that the natural self-interest of the parties to a pro¬ 
prietorship buy-sell plan with respect to price is quite different from 
that of two or more partners or stockholders under a "two-way” buy- 
sell agreement. Under the latter type of agreement, each partner or 
stockholder has a dual self-interest which tends to be neutralized: each 
stands to gain from a low price as a buyer if he should survive and to 
lose as a seller if he dies; and each stands to lose from a high price if he 
survives as a buyer and to gain as a seller if he dies. Accordingly, there 
is rarely any difficulty in coming to an agreement on a revised purchase 
price in the case of partners or stockholders; this provision works well 
with them. But this is not so in the case of a proprietor and key man; 
the following method seems better adapted to their "one-way” buy-sell 
transaction. 

The method recommended to proprietorships is the use of a valuation 
formula set forth in the agreement and to be applied upon the death of 
the proprietor to ascertain the purchase price. If this method is used, 
care must be exercised, first, to select a formula that, when applied, will 
accurately reflect the value of the business, and second, to see that it is 
stated in the agreement in the clearest possible terms. 

The simplest formula fixes the purchase price at the book value 
shown at the time of the proprietor’s death, or as of the date of the last 
financial statement of the business taken off prior to his death. If the 
date of death is used, then the provision should specify who is to make 
the audit and appraisal. Often the provision will instruct the accountant 
as to the basis on which he is to value each of the various classes of 
property among the assets—e.g., raw materials are to be valued at 
whichever is the higher, the cost price or the market value. This for¬ 
mula, however, is inadequate in the case of a well-established business 
because it fails to include a value for good will. Usually the valuation of 

good will is provided for in the formula. 

There appears to be no fixed rule for good will valuation. Sometim 
the agreement stipulates that the value of good will is to be determined 
by certified public accountants who are experienced in the type of busi¬ 
ness enterprise involved. Frequently, however, such value is ascertained 
by the following process: The net earnings of the enterprise over a 
period of years are averaged; two items—a specified sum representing 
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a reasonable compensation for the personal services of the proprietor, 
and a reasonable percentage of the book value, representing interest on 
the proprietor’s capital—are subtracted from the averaged net earnings; 
and the resultant amount is multiplied by a stated figure such as 3, 4, or 
5. The size of this last figure will depend largely upon the nature and 
stability of the business. 

To illustrate this formula in action, let us assume that a proprietor¬ 
ship is found to have a book value of $60,000 and average annual net 
earnings over the last five years of $20,000. Let us assume further that 
the formula specifies a deduction of $12,000 as representing the pro¬ 
prietor’s personal services, that a return of six per cent is to be credited 
to interest on book value, and that the net result is to be multiplied by 3. 
Six per cent of the book value is $3,600, which, together with the item 
of $12,000 representing personal compensation, is subtracted from the 
$20,000 average annual earnings and the remainder, $4,400, is multi¬ 
plied by 3. Thus, good will is valued at $13,200; and this figure, added 

to the $60,000 book value, results in a total valuation of the business 
at $73,200. 


Perhaps a brief explanation should be made of the fact that a sum 
representing the personal compensation of the proprietor is deducted 
from the earnings of the business before such earnings are capitalized 
to arrive at the good will valuation. The reason for this deduction is 
closely analogous to the reason that justifies the deduction of a reason¬ 
able interest return on the book value. The book value represents capital 
which, if it were not employed in the proprietorship, could be invested 
e sewhere to produce income. It is therefore proper to pay this invested 
capital a suitable wage for the work that it does. Or to look at the matter 
m another light, if the proprietor did not have the capital represented 
y the book value, he would have to hire that amount and pay it wages 
m the form of interest to the lender, out of the earnings of the busi- 

aIso with the proprietor himself. If he were not self- 
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the amount to be deducted should be large enough to include any good 
will value attributable to the proprietor personally, because this value is 
also lost on his death. 

It is suggested that where the parties desire to use a formula to de¬ 
termine the purchase price they consult their accountants, who should be 
best qualified to recommend the particular formula that will most ac¬ 
curately determine the true value of the business. 

Sometimes a provision is made specifying that the value of the busi¬ 
ness at the proprietor's death is to be ascertained by a panel of three 
appraisers—often designated "arbitrators” or "arbiters,” erroneously 
so since these words connote an existing dispute or controversy. One 
such appraiser is to be appointed by the proprietor’s personal repre¬ 
sentative, another by the purchaser, and the third by the two already 
selected. Serious objections to this method are that delays may result 
because of the inability of the first two appraisers to agree on a third 
appointee and that a majority may not agree on a final value. 

In each case, the parties should be apprised of the various methods 
for determining the purchase price and whichever method is, in their 
opinion, best suited to the situation, should be used. 

Financing the purchase with life insurance . The agreement 
should contain a clause identifying the policies of life insurance made 
subject to it. It should state that the purpose of such insurance is to 
provide cash to be applied to the purchase price and that the proceeds 
when received by either the deceased proprietor’s estate or heirs— 
whether received directly as named beneficiary (not recommended) or in¬ 
directly from the purchaser or his trustee—is to be credited to the pur¬ 
chaser as payment on account or in full, as the case may be, of the 
purchase price for the business. With such statements in the agreement, 
any danger that the estate or heirs will try to claim not only the in¬ 
surance proceeds, but the value of the proprietorship as well, is re¬ 
moved. 

Provision for adding , substituting , or withdrawing policies. 

Substantial changes in the value of the proprietorship may take place 
during the time the buy-sell agreement is in force, in which event the 
amount of life insurance made subject to the buy-sell agreement should 
also be changed. Hence the agreement should provide for the addition, 
substitution, or withdrawal of policies by the joint action of the P art ^J 
Any changes in the composition of the insurance should be recor 
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in an appropriate schedule attached to the agreement and legally made 
a part of it. 

Adjustment when amount of insurance proceeds differs from 
purchase price. Every agreement, except those few which provide 
that the amount of insurance proceeds payable shall constitute ipso 
facto the amount of the purchase price, should contain provisions ap¬ 
plicable if the insurance proceeds and the purchase price should differ 
in amount. 


If the purchase price proves to be less than the insurance proceeds, 
it is usually provided that the purchase price will nevertheless be the 
amount of such proceeds. In other words, the amount of insurance 
proceeds is made the minimum purchase price. If the purchase price is 
to be ascertained by formula at time of death, an agreement that the 
amount of the insurance proceeds is the minimum purchase price has 
the important advantage of enabling the proprietor to know in advance 
the minimum amount his estate will receive for the business and of 
allowing him to plan his estate accordingly. 

If the purchase price proves to be more than the insurance proceeds, 
the payment of the balance may be provided for in one of several 
ways. If such a balance is relatively small, the purchaser should be re¬ 
quired to pay it in cash at the time the assets of the business are trans- 
erred to him. If the balance is relatively large, other arrangements must 
be made. For example, the balance may be provided for by a series of 
interest-bearing notes, maturing over a period of time and secured by a 
mortgage on an appropriate part of the business property. In those cases 
w ere the balance is not much greater than an amount that the purchaser 
could raise in cash, this is probably the most feasible arrangement. If it 
is used the recommendation is made that the notes be in stated equal 
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advisable in order to assure, on the one hand, that the estate of the pro¬ 
prietor will eventually receive the money and, on the other hand, that 
the purchaser’s credit standing will not be impaired beyond the point 
at which he could be expected to operate successfully. 

One of such provisions would call for the formation of a limited 
partnership between the purchasing employee as general partner and 
the personal representative of the proprietor, or a person designated by 
the proprietor in his will, as the limited partner. (See page 127 et seq. 
for brief description of a limited partnership.) Under such an arrange¬ 
ment, the unpaid balance of the purchase price constitutes the capital 
contribution of the limited partner. The partnership exists for a speci¬ 
fied term of years or until the contribution of the limited partner is 
sooner retired. The general partner would be entitled to draw the same 
amount that he had received in salary as an employee of the proprietor, 
after which the net profits would be shared in proportion to the con¬ 
tributions of each partner. During the term of the partnership, how¬ 
ever, the general partner should not be permitted to withdraw any of 
his share of the profits, and he should be required to pay to the limited 
partner out of such profits each year at least a pro rata part of the 
limited partner’s original contribution. Thus, if the business continues 
to prosper, the contribution will be refunded out of profits, the limited 
partnership will be terminated and the purchasing employee will be¬ 
come the new proprietor at the end of the specified partnership term or 
sooner. For the protection of the estate, it can be further provided that, 
if in any year there are no profits beyond the general partner’s amount 
of drawing in lieu of salary, he must nevertheless pay an amount equiva¬ 
lent to interest on the limited partner’s contribution, and that, if the 
lack of profits persisted for a stated number of years, the limited partner 
has the right to demand dissolution and termination of the firm. 

The foregoing plan is available only in those states that have statutes 
authorizing the formation of limited partnerships. In other states, the 
parties may include a provision requiring the formation of a close 
corporation in which the estate is to receive common or preferred stock 
—the latter would be logical—representing the amount of the unpaid 
balance of the purchase price of the business. The details of such an ar¬ 
rangement can be worked out to provide for the gradual retirement of 
the shares of stock held by the estate or heirs in a manner similar to that 
outlined for the retirement of the contribution of the limited partner 



AGREEMENT WITH UFE INSURANCE 


107 


under that plan. It should be noted that under either plan, the estate is 
not liable for the debts created on the continuance of the business be¬ 
yond the investment of the estate in the continued business. 

Lest the foregoing resume of the various arrangements that can be 
made to discharge the unpaid balance of the purchase price under an 
insured buy-sell agreement appear to place undue emphasis on this 
problem, let us re-examine briefly the basic objectives of such an agree¬ 
ment. The ideal plan is one in which the full purchase price is insured, 
barring a possible insignificant discrepancy caused by a fluctuation in 
the value of the business. This is the plan that should be, and is, adopted 
in most instances. It is only in the exceptional case, therefore, that the 
parties must resort to one of the more elaborate arrangements sketched 
above. The parties should adopt the particular plan that will carry out 
their basic objectives immediately on death of the proprietor: the im¬ 
mediate sale of the business for cash "on the barrel head" paid to the 
proprietor’s estate, and the full ownership of the business by the pur¬ 
chasing employee. Only a fully insured plan will attain these objectives 
promptly. 


The payment of the insurance premiums. Ordinarily it is pro¬ 
vided that the purchasing employee is obligated to pay the premiums 
for the insurance carried on the life of the proprietor, because it is the 
employee who will benefit from the insurance proceeds in payment for 
. e business. These premium payments may be looked upon as advance 
instahnent payments on account for the purchase price of the enterprise 
which the employee is to buy upon the death of the proprietor. A prac- 
hcal arrangement, and one that assures the proprietor that the insurance 
Ul be kept in good standing, is for the proprietor, upon proper authori- 
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ligation. After all, if his services are not sufficiently valuable to warrant 
paying him enough so that he can pay these premiums, then the entire 
plan is probably premature and might better be deferred until a better 
qualified employee is found. 

An alternative to the salary increase is for the proprietor himself to 
assume part of the premium payments. One way to accomplish this 
would be through a split-dollar plan, under which the proprietor would 
pay each year that portion of the premium equal to the policy’s increase 
in cash surrender value. The employee could procure and own the 
policy, then assign it to the proprietor as collateral security for the lat¬ 
ter’s premium payments. If the policy is participating and contains the 
so-called fifth dividend option, the proceeds enuring to the employee 
may be maintained at a suitable level for many years into the future. 
Somewhat similar results may be obtained with a special policy the pro¬ 
ceeds of which total the face amount plus the amount of cash value upon 
death within a specified period of years. Under one of these plans, the 
employee should take advantage of every opportunity to reduce his in¬ 
debtedness with respect to the policy. By so doing, the employee will 
build up an equity in the policy which he may use as a down payment for 
purchase of the business if the proprietor decides to sell it upon reaching 
retirement age. 

Another expedient is the setting up of a partially insured plan, by 
which the employee carries whatever sum of insurance on the pro¬ 
prietor’s life he is able to finance. But here the problem of a large 
unpaid balance of the purchase price usually must be met, and unless 
it can be solved satisfactorily, the inauguration of the agreement should 
be postponed. 

Control of the insurance policies. The agreement should specify 
who is to have the ownership rights in the insurance policies during 
the lifetime of the proprietor. Logically, the purchasing employee is 
the owner, unless a trustee is made a party to the agreement and the 
other parties prefer to have ownership vested in the trustee. If the 
proprietor is advancing or sharing in the premium payments, then he 
may be a joint owner with the employee, or, preferably, collateral as¬ 
signee of the policy. In any event, the agreement should prohibit the 
exercise of the rights of ownership in derogation of the agreement 

without prior notice to the proprietor. 

The insurance beneficiary arrangements. The trust plan. The 
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agreement should also contain a clause stating who is to be beneficiary 
of the insurance policy or policies. Here again, there is a choice of 
several arrangements. 

If the proprietor and the purchasing employee decide to have a third 


party to the agreement as trustee, the trustee (preferably a trust com¬ 
pany) is named as insurance beneficiary. In such case, the buy-sell agree¬ 
ment is drawn as a trust indenture, the provisions of which follow the 
form of the general buy-sell contract, modified and supplemented by 
the desired trust provisions. These specify that the trustee be made 
beneficiary of the insurance and custodian of the policies. It is recom¬ 
mended that the ownership rights in the policies also be given to the 
trustee, with the terms of the agreement outlining the conditions under 
which he may exercise these rights. However, other agreements provide 
that ownership be retained by the parties jointly or by the purchasing 
employee. The trustee is not concerned with the payment of premiums, 
and therefore the arrangement for their payment is not changed by 
the adoption of a trust plan. 


Upon the death of the proprietor, the trustee collects the insurance 
proceeds and supervises the consummation of the purchase and sale of 
the business. If a valuation formula is used to ascertain the purchase 
price, the trustee sees that it is properly applied. Upon fixing the pur¬ 
chase price, the trustee, after deducting his fee, delivers the purchase 
money to the proprietor’s estate and disposes of any excess insurance 
proceeds as provided in the agreement. If, however, there is a balance 
due on the purchase price, the trustee will facilitate the carrying out of 
the note arrangement to cover the deficiency or of whatever other pro¬ 
visions are called for by the agreement. If releases are required by the 
tate from the business creditors, the trustee cooperates in their procure- 
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The insurance beneficiary arrangements without a trustee. If 

the parties to the agreement decide against using the trust plan, either 
because the amount involved is comparatively small or for other 
reasons, there remain various other beneficiary arrangements they may 

Among these, the most logical is to designate the purchasing em¬ 
ployee as insurance beneficiary. In this arrangement not only is the in¬ 
surance money paid to the person who has created the fund by the pay¬ 
ment of premiums, but also the relationship is equilibrated between the 
purchasing employee and the deceased proprietor’s estate upon the 
latter s death. The purchasing employee, obligated to buy and pay the 
purchase price for the proprietorship, holds title to the insurance pro¬ 
ceeds. The proprietor’s personal representative, obligated to sell and 
transfer the deceased proprietor’s business, holds title to the assets of 
that business. Each party to the transaction holds something that he is 
obligated to exchange for something of equal value held by the other. 
And each is in immediate need of what the other holds; the executor 
is in need of cash, and certainly the surviving employee is in need of 
title to the business assets. It is therefore to be expected that the plan 
will function smoothly. 

The agreement can also provide for the designation of the proprietor’s 
estate as insurance beneficiary, although this is not recommended. If 
this is specified, the agreement must also contain a clear and positive 
statement to the effect that the insurance proceeds received by the estate 
are to be credited to the employee as purchase money for the proprietor¬ 
ship business. Any looseness of the agreement in this respect provides 
possibility that the estate may contend itself entitled not only to the in¬ 
surance proceeds but to the full value of the proprietorship as well. 
Furthermore, such a beneficiary designation creates an imbalance be¬ 
tween the purchasing employee and the estate of the proprietor at the 
time of death for the obvious reason that the estate then holds both the 
insurance money and the title to the business assets. This imbalance 
would reach an irrational extreme unless the agreement also provided 
that the insurance proceeds were to constitute the minimum purchase 
price. Although a reasonably balanced situation is not essential because 
the courts stand ready, if necessary, to enforce the agreement specifically, 
nevertheless it is wise, as a deterrent to recalcitrance on the part of 
either side, to arrange for the meeting of the purchasing employee 
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and the proprietor's personal representative on an equal footing to con¬ 
clude the transaction. 

There are at least three other objections to designating the pro¬ 
prietor's estate as beneficiary. First, both the insurance proceeds and 
the assets of the business are exposed to the claims of creditors of the 
proprietor's estate. Even though the rights of such creditors are 
ultimately limited to the insurance proceeds, nevertheless such a one¬ 
sided situation might well afford opportunities for interference and 
might delay the consummation of the purchase and sale. Second, the 
designation subjects the insurance proceeds to estate taxation. Although 
the decisions have not permitted taxation both of the value of the busi¬ 
ness interest being purchased and of the proceeds of insurance con¬ 
stituting purchase-price money for it, yet the placing of the insurance 
in a taxable status by making it payable to the insured's estate affords the 
possibility of a controversy on this point. (See discussion of Estate of 
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becomes a party to the agreement is considerably younger than the pro¬ 
prietor, and will survive him to consummate the transaction of purchase 
and sale as planned. Regardless of the comparative ages of the parties, 
however, instances occur—and the possibility is always present—in 
which the key employee dies first. In such event, the agreement is auto¬ 
matically terminated; and it should be provided that the proprietor 
have an option of perhaps sixty days during which time he may elect 
to purchase the insurance on his life from the estate of the deceased em¬ 
ployee at its then cash value. If the proprietor is at that time unin- 
surable, or if the policies contain more attractive provisions than those 
being incorporated in current policies, this will prove to be a very 
valuable option. Furthermore, with the buy-sell agreement terminated, 
and assuming that it is not then feasible to set up another such agree¬ 
ment with another employee, the proprietor is well advised to increase 
his insurance by the amount of shrinkage that he may expect his estate 
to suffer in liquidating the business upon his death. This he will then 
be able to do, whether he is insurable or not, if he is given an option 
to take over the insurance made subject to the agreement. 

A far better plan exists, however, by means of which the proprietor, 
in case the purchase and sale arrangement falls through because of the 
prior death of the purchasing employee, can hedge against the shrinkage 
of the business upon its liquidation at his own death. This plan con¬ 
sists of having the proprietor procure, concurrently with the setting 
up of the buy-sell agreement, a key man insurance policy on the life 
of the purchasing employee in an amount at least equal to the prob¬ 
able shrinkage that would occur in the value of the business on eventual 
liquidation if the employee dies first. The proprietor would purchase, 
own, pay the premiums on, and be beneficiary of such insurance, which 
could be made subject to the buy-sell agreement to the extent of provid¬ 
ing that, on the proprietor’s prior death, the policy be maintained by 
the purchasing employee as collateral for any balance of the purchase 
price still owed by the employee. Such a policy will prove invaluable to 
the proprietor if the purchasing employee dies first; it will protect both 
the proprietor’s estate and the purchasing employee if the proprietor 
dies first and there is a balance of purchase money owed to his estate. 

In agreements involving two purchasing employees, it may be pro 
vided that, should one of them die during the proprietor’s lifetime, the 
remaining purchasing employee will assume the obligations of the 
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ceased employee and will carry through the agreement. In such event, 
the surviving purchasing employee obtains additional insurance on the 
life of the proprietor to cover his added obligations, and the insurance 
carried on the proprietor by the deceased employee is surrendered by his 
estate unless, within a specified period, the remaining purchasing em¬ 
ployee or the proprietor elects to take over such insurance at its then 
cash value. The remaining purchasing employee would not be interested 
in taking over this insurance for value, unless the proprietor were then 
uninsurable, because he would hold such insurance as a transferee for 
value, a status that subjects part of the death proceeds to income taxa¬ 
tion. Such proceeds, however, are not subject to income tax at his death 
if the proprietor himself takes over the insurance, and he might well be 
interested in doing this for the reasons already noted. 

Provisions relating to the proprietor’s business debts. Alterna¬ 
tive of selling assets “gross” recommended. Upon the death of the 
proprietor, his personal representative is held accountable as a fiduciary 
for the assets of the estate; first, to collect and conserve such assets and 


see that they are applied so far as necessary to the payment of all the 
just debts of the proprietor, whether ’'business” or ’’personal,” and sec¬ 
ond, to see that the remaining property of the estate is distributed to 
those entitled to it. With the above status in mind, let us see what can 

be done with the outstanding business debts under the buy-sell agree¬ 
ment. 6 


There are two possibilities, and the choice between them is actually 
made when the parties decide whether the subject matter of the sale 
is to be the assets and good will of the business, or the assets and good 
will less the debts of the business. If the assets are sold ’’gross” to the 
purchasing employee on the proprietor’s death, then no provision need 
be made in the agreement with reference to the payment of the business 
debts; they will be paid by the personal representative along with the 
other debts in the regular course of administration of the estate. If on 
e other hand, the business is sold ’’net,” the agreement must contain 
p ovision requiring the purchasing employee to assume and pay off 
* business debts. Such employee should also be required to give the 
-late assurances, in the form of suitable releases running to the I tl 
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leases to the estate rests with the creditors involved, further provisions 
should be included to the effect that if the personal representative is not 
assured to his satisfaction that such business debts will be paid without 
recourse back to him, he has the right to nullify the sale of the business 
and to liquidate it. 

It is submitted that the plan of selling the business ‘gross” will in 
most cases prove more satisfactory to all concerned. To illustrate, we 
shall reconsider the previous example (page 99) of a proprietorship 
with total assets and good will of $35,000 and total liabilities of 
$10,000. If the proprietorship is purchased on a “net” basis, the em¬ 
ployee is required to maintain $25,000 of life insurance on the life of 
the proprietor to pay the purchase price in full upon his death, but he 
will also have to assume $10,000 in business debts. Moreover, if the 
estate cannot obtain proper assurances that these debts will be paid with¬ 
out liability on the part of the personal representative, then, to protect 
himself, the representative will call off the deal. If, on the other hand, 
the proprietorship assets and good will are purchased for $35,000 and 
the employee maintains $25,000 of life insurance as before, the pur¬ 
chasing employee will not assume the $10,000 of business debts but 
instead, he will owe $10,000 balance of purchase price, payable in in¬ 
stalments previously agreed upon and in amounts calculated to be 
reasonably within his financial ability; and the transaction is not subject 
to nullification on the part of the proprietor’s personal representative. 
Obviously, the purchasing employee will be better suited by this plan. 
The personal representative, under such an arrangement, will receive 
immediately $25,000 in cash, out of which he can promptly discharge 
all business debts and any other obligations owed by the estate, and 
the estate will receive $10,000 additional in regular instalments from 
the purchasing employee. It appears certain that the estate, too, will be 
better suited by this plan. Now, if under the gross purchase plan 
$35,000 of life insurance is maintained (approximately $300 of addi¬ 
tional annual premiums maintains the extra $10,000 if the proprietor is 
age 47), this becomes the better plan. On the death of the proprietor, 
the purchasing employee will take over business assets worth $ 35 , 000 , 
with the full purchase price paid and with no debts assumed. The per 
sonal representative will consummate the sale of the business assets 
and good will for their going-concern value in cash and will be in an 
excellent position to carry out promptly and efficiently his duties o 
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paying off the debts of the estate and of distributing the residue of the 
heirs. 

We have already referred to a variation of the gross-purchase plan 
which will usually work out just as satisfactorily and require a lesser 
amount of life insurance. To illustrate, assume that among the $35,000 
of assets is a $5,000 business bank account. By eliminating it from the 
assets to be purchased, only $30,000 of life insurance will be required 
to cover the purchase price. If we assume further that the assets also 
include $5,000 of accounts receivable, and also eliminate them from 
the assets to be purchased, only $25,000 of life insurance will cover 


the purchase price. Thus, this variation often requires no more life in¬ 
surance than purchase of the business on a "net” basis, and under 
proper circumstances will function more smoothly. 

Provisions relating to purchasing employee’s continued em¬ 
ployment. The buy-sell agreement should contain a provision to the 
effect that the purchasing employee is to continue in the employ of the 
proprietor at a stipulated rate of compensation and is to devote his time 
exclusively to the business, without liability to be discharged except for 
unfaithfulness or patent incompetency, so long as the proprietor lives 
and conducts the proprietorship. Since the problem of arriving at a 
satisfactory rate of compensation for services running indefinitely into 

. C fuh J re 1S none t0 ° “sty solved, some suggestions may be made. It 
is readily apparent that an agreement to continue the employee at his 
present salary is unsuitable. Over a period of years there may well take 
place a gradual increase in the general price level, in which event a set 
salary actually represents a gradual decrease in buying power. Further¬ 
more, as time goes on, the employee, with his increased knowledge and 
penence in the business, will deserve more money. At the other ex- 
reme, a set schedule of salary increases projecting into the future will 
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for in the agreement, there should also be included an accompanying 
statement that this limited sharing of profits does not change the status 
of the purchasing employee from one of employee to that of partner. 

Possible provisions for uninterrupted continuance upon the 
proprietor’s death. If, under the circumstances, a power coupled 
with an interest can be validly set up in the particular jurisdiction, the 
agreement should provide that upon the death of the proprietor, the 
purchasing employee shall immediately take possession of the pro¬ 
prietorship business and continue its operations pending consummation 
of the transaction of purchase and sale. Where this can be done, an 
effective way to implement such a provision is for the proprietor to 
execute, collateral to and simultaneously with the purchase agreement, 
a broad power of attorney. This power of attorney should be drawn in 
such fashion that it gives the purchasing employee the power to conduct 
the business during the proprietor's lifetime if it is supplemented with 
the proprietor’s current consent (this power may be useful on occasion), 
and the consent would not be revoked upon the occurrence of the pro¬ 
prietor’s death but would give the employee the power to continue the 
business in full operation as a going concern. However, the personal 
representative of the proprietor should have the right to revoke such 
power; this he would do upon the consummation of the transaction or 
upon its failure to go through. With such a power, those doing business 
with the proprietorship need not hesitate to continue their dealings as 
usual; without it, they might be unwilling to transact further business 
until the proprietor’s will had been probated, and then only with the 
personal representative. 

Provisions for amending , revoking , or terminating the agree¬ 
ment. The agreement should provide that the individual parties 
jointly have the right at any time to amend or revoke it. The agreement 
should further provide that it shall be terminated upon the occurrence 
of any one of certain specified events—for example: the bankruptcy of 
either party; the total disability of the purchasing employee, or his dis¬ 
charge, pursuant to the terms of the agreement; the death of the 
purchasing employee any time prior to the consummation of the trans 
action; the lapse of the life insurance subject to the agreement, or the 

sale or liquidation of the business by the proprietor. 

Provision binding heirs. The agreement should be made binding 
specifically upon the heirs of the proprietor. If such a statement is in- 
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eluded for all heirs to see, no misunderstanding will develop on this 
point. 

The foregoing discussion has encompassed the principal provisions 
required in a proprietorship buy-sell agreement. Since the document 
is of immense importance to all parties concerned, it should be care¬ 
fully "tailored” to fit the individual case by the attorney of their choice. 



CHAPTER 11 


Tax Problems Involved in the 
Proprietorship Insured Buy-Sell 
Agreement 


THE FEDERAL INCOME TAX 


The life insurance premiums not deductible expense. The 
premiums paid for life insurance subject to the buy-sell agreement do 
not constitute a deductible business expense by the premium payer. 

Of course, arrangements are often made whereby the purchasing 
employee authorizes the proprietor to pay the insurance premiums as 
they become due and to charge them to the employee s salary account. 
In these cases the premiums paid by the proprietor are not deductible 
by him as premiu?ns but are deductible by him as salary paid out. The 
employee, the real premium payer, is entitled to no deduction for them. 

The life insurance proceeds not taxable income. As a con 
comitant to the general rule above that life insurance premiums are not 
deductible, the Internal Revenue Code (Section 101) provides, except in 
the case of certain policies that have been transferred for value, for the 
exclusion from taxable income of the face amount received under a life 


insurance contract paid by reason of the death of the insured. 

The sale of the proprietorship by the estate. Section 1014 o 
the Code provides that the basis for income tax purposes of property ac¬ 
quired by the decedent’s estate from the decedent shall be the fair 
market value of such property at the time of death, or on the optiona 
valuation date, if that method of valuation is elected for federal esta e 
tax purposes. If a buy-sell agreement is in effect, the fair mar et va ue 
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of the proprietorship property at death, or on the optional valuation 
date, obviously should be the price to be paid under the agreement. 
Therefore, when the transaction is consummated by the executor or ad¬ 
ministrator at such price, no gain or loss should result to the estate on 
the sale of the capital assets. 

Uncollected accounts receivable of the proprietor, however, are 
rights to income in respect of a decedent and do not receive a new basis 
at the proprietor’s death. Therefore, if such accounts are sold by the 
estate the amount received over unrecovered cost will constitute ordinary 
income to the estate (Dixon, Executor v. U. S., 96 Fed. Supp. 986, 
affirmed 192 Fed. 2d 82.) 


The cost basis of proprietorship assets acquired by the pur¬ 
chasing employee. The cost basis of the assets of the proprietorship 
taken over by the purchasing employee should be the price he has paid 
for them. In this respect no material difference results whether the 
proprietorship assets and good will are bought "gross,” without assum¬ 
ing the business debts (see page 99 et seq.), or are bought "net,” assum¬ 
ing such debts. If the assets and good will are purchased "gross,” the 
amount paid to the deceased proprietor's estate constitutes the cost 
basis. If the assets and good will are purchased "net,” the amount paid 
to the deceased proprietor’s estate, plus the amount paid in discharge of 
the debts assumed, constitutes the basis. (Athol Mfg. Co. v. Commis¬ 
sioner, 54 Fed. 2d 230; Johnson Motor Co. v. U. S., 6 Fed. Supp. 122.) 
A moment s reflection shows that in either case the basis is substantially 
the same total figure. This total is then allocated among the various 
classes of business assets taken over and forms the basis for determining 
taxable gain or loss as each asset is disposed of later. 

The amount that the purchasing employee has paid for the proprietor¬ 
ship will be the purchase price in cases where the employee receives 
the insurance proceeds as beneficiary and turns the money over to the 
eceased s personal representative upon consummation of the transac¬ 
tion. The insurance proceeds, together with any remainder of the pur¬ 
chase price paid m instalment notes, also constitutes the cost basis of the 
acquired property if the insurance proceeds are received by a trustee 

re“eivk7 a T “ **“ ° V “ by * t0 **“ P ersonal “Tentative; ^ so 
cemng and paying out the insurance money the trustee is acting for 

employee. Furthermore, the funds reach the proprietor’s estate no 
a, insurance proceeds, but as purchase-price money hr fact. 
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If, however, the insurance proceeds are made payable directly to the 
proprietor s estate or to his personal beneficiaries, there is grave doubt 
that such proceeds may be included in the cost basis of the proprietor¬ 
ship assets acquired. {Legallet v. Commissioner, 41 B. T. A. 294. See 
discussion of this case at page 251 et seq. of the Book on Partnerships.) 
It would be nice if such insurance should be included in the cost basis 
if the premiums have been paid by the employee; but there has been no 
clear holding to that effect and an optimistic reading of the Legallet 
case is required to predict such a result from that opinion. 

THE FEDERAL ESTATE TAX 

Method of applying the tax. Because the Estate Tax Law specif¬ 
ically states the circumstances under which life insurance proceeds are 
included or excluded from the taxable estate of the insured, the current 
approach to the application of the estate tax is to ascertain first the tax 
status of these proceeds. If it is found that the insurance occupies a 
nontaxable position, then the proprietorship business is generally taxed 
at the value set forth in the buy-sell agreement. This will be the case 
if the insurance is purchased, owned and paid for by the purchasing 
employee and if he or a trustee acting for him is the death beneficiary. 
If, on the other hand, it is found that the insurance is arranged in such 
a manner that it comes within the taxable provisions of the law, then 
the insurance proceeds are included in the taxable estate of the pro¬ 
prietor and the value of the proprietorship is excluded from tax to the 
extent that such value is represented by the taxable insurance. This will 
be the case, for example, if the insurance is made payable directly to 
the proprietor’s estate. The net result in the cases where the insurance 
proceeds occupy a taxable status is that the total measure of taxability 
involved in the transaction is the total of the insurance proceeds or the 
total value of the proprietorship, whichever is the greater. 

The insured purchase plan should establish value of business 
for Federal Estate Tax. Numerous decisions have established the 
rule that when a business is to be sold upon the owner’s death pursuant 
to a binding buy-sell agreement, the value that has been stipulated as 
the purchase price will govern for estate tax purposes provided that the 
price, at the time agreed upon, fairly represented the value of the busi- 
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ness being sold and the business must be offered at no greater price upon 
disposal during life. (See cases at pages 432 et seq. of Corporations.) 

This rule should be of great benefit to the deceased proprietor's estate. 
In the absence of an agreement, the ascertainment of the value of a 
business is an extremely difficult task. The Federal estate tax return calls 
for statements of earnings and of assets and liabilities for the previous 
five years and states that "Good will must be accounted for." From this 
it is readily apparent that much bothersome detail and uncertainty as to 
the ultimate valuation of the business is encountered if no buy-sell agree¬ 
ment exists, all of which adds to the time and expense of settling of 
the proprietor’s estate. 


With a buy-sell agreement, entered into fairly, the proprietor gains 
the definite advantage, in addition to his having the proprietorship dis¬ 
posed of for its full value in cash, of being able to predict his estate taxes 
m advance. Having this knowledge at hand, he can complete his estate 
plans with a degree of precision unknown to the proprietor who, with¬ 
out an insured buy-sell agreement, must leave a heritage of liquidation 
losses, delays and confusion. ^ 
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PARTNERSHIPS 




Part I 


FUNDAMENTAL FACTS 
ABOUT PARTNERSHIPS 


CHAPTER 1 

General Information 
About Partnerships 


_ A KNOWLEDGE OF THE FUNDAMENTAL NATURE OF A 
partnership is prerequisite to an understanding of the problems in¬ 
volved in arriving at the most satisfactory plan for the continuation of 
the partnership business on the death of a partner. We should know 

w at a partnership is, how it is formed, and the common types of part¬ 
nerships that are entered into. 


WHAT A PARTNERSHIP IS 

Pnrtner.hip defined. The Uniform Partnership Act of which 

partnJsh o Sa ‘ d ktet ' C0DtainS ^ f0ll0Wm fi concL definition: "A 
partnership is an association of two or more persons to carry on as co¬ 
owners a business for profit.” Bates, one of the outstanding^^ 
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they unite their property, labor or skill in carrying on some lawful busi¬ 
ness as principals for their joint profit.” 

From these very similar definitions it can be seen that the main char¬ 
acteristics of a partnership are: 

1. It is an unincorporated association (as distinguished from a cor¬ 
poration). 

2. It is created by the voluntary contract of the parties (as distin¬ 
guished from a corporation, which is created by law). 

3. Its formation requires two or more competent parties. 

4. Its capital is constituted by means of contributions from each 
member of property, labor or skill. 

5. Its purpose is to carry on a business for the pecuniary gain of the 
members (as distinguished from charitable, educational, religious, social 
or other similar purposes). 

6. Its business is transacted by the parties as principals, each of whom 
is a co-owner. 

With these basic distinctions in mind no difficulty should be en¬ 
countered in recognizing the ordinary partnership relation where it 
exists. Although difficult questions occasionally arise as to whether or 
not a partnership relation has been entered into, such situations will be 
left to those immediately concerned and to their lawyers. Our concern 
here is for the preservation of businesses conducted by persons who 
clearly recognize their own partnership relation, and who, therefore, 
have a continuing solicitude for the future welfare of their enterprises. 

HOW PARTNERSHIPS ARE FORMED 

means of a contract between the 
persons thereby associated as partners. This contract may be oral or 
written. When the agreement is in writing, which is always advisable, 
the instrument is usually known as the "Articles of Partnership. How¬ 
ever, a startling number of firms are found to be operating with nothing 
more than loose oral understandings between their members as the 
basis of their joint business enterprise. Such oral agreements come 
within the Statute of Frauds, as a contract to be continued beyond one 
year, the effect of which is to convert the operating partnership to one 


A partnership is created only by 



GENERAL INFORMATION ABOUT PARTNERSHIPS 


127 


at will wherein at any time a partner may bring an action in equity to 
call his copartner to account. (Sanger v. French, 157 N. Y. 213, 51 N.E. 
979; Green v. he Beau, 281 App. Div. 836, 118 N.Y.S.2d 585 (1953).) 
Furthermore, much is left to implication, and it is only because of the 
close personal relationship of trust and confidence that exists among 
the partners that misunderstandings about their arrangements are com¬ 
paratively infrequent. Obviously, it is good legal "housekeeping” and 
good common sense for a partnership to operate under written articles, 
and partners should be urged to have their attorneys reduce such agree¬ 
ments to writing if this has not been done. 


The Articles of Partnership set forth the agreement of the partners 
with respect to the formation, conduct and termination of the firm This 
contract should cover at least the following essential points: names of 
the partners; partnership name; business to be conducted; place of busi¬ 
ness and capital; capital contribution of each partner; his share of the 
profits and losses; his special duties, if any, and any salary or drawing 
account arrangements; provision for keeping books, and for periodic 
ventories and accountings; any restrictions of the authority of the 
partners; prmns'on for settling differences among the partners; the dura- 

the P artn ership; and any special provisions operative upon dis- 
soluhon, unless contained in a collateral agreement. 


THE TWO FUNDAMENTAL TYPES OF 

PARTNERSHIPS 
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local variations, the Uniform Limited Partnership Act. This is a model 
Act prepared some years ago by the Commissioners on Uniform State 
Laws and recommended to the states for enactment. 

This model statute defines a limited partnership as "a partnership 
formed by two or more persons under the provisions of Section 2, hav¬ 
ing as members one or more general partners and one or more limited 


partners. The limited partners as such shall not be bound by the obliga¬ 
tions of the partnership." That is its first characteristic. The second 
characteristic of this form of partnership is that it requires two kinds of 
partners, general and limited. The general partners conduct the business 
of the firm, and in so doing they act for themselves as principals and for 
the other partners as general agents, assuming unlimited liability for 
the firm’s obligations. Thus, their rights and liabilities correspond to 
those of ordinary partners in a general partnership. 

The rights and liabilities of the limited partners, however, must be 
sharply distinguished from those of the general partners in the limited 
partnership. A limited partner (often referred to as a special partner), 
has the right to full information about the affairs of the partnership and 
to an accounting, but he takes no part in the management of the busi¬ 
ness. His surname may not appear in the partnership name unless it is 
also the surname of a general partner or unless it was a part of the 
partnership name before he became a limited partner. He contributes a 
specified amount of capital to the enterprise, and unless he exceeds his 
restricted sphere as a limited partner, his liability for the obligations of 
the partnership is limited to the amount he has contributed. His con¬ 
tribution cannot be withdrawn, however, until all of the demands 
against the firm, except those of the partners themselves, have been 
satisfied. He is entitled to his specified share of the profits, and it is im¬ 
portant to note that upon a dissolution, his share of the profits and his 
contribution have priority over all funds going to the general partners. 

The limited partner’s interest is personal property and is assignable. 
If assigned, the assignee may become a substituted limited partner with 
the consent of the other partners. If the assignee does not become a sub¬ 
stituted limited partner, he has neither the right to information about 
the affairs of the partnership nor access to the books and records. He is 
entitled merely to his share of the profits, and, upon dissolution, to the 
assignor’s contribution. On the death of a limited partner, his executor 
or administrator has all the rights of a limited partner for the purpose 
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of settling the estate, including, of course, the power to assign the 


limited partnership interest of the decedent. Thus it is of great signifi¬ 
cance that the death of a limited partner (as contrasted to that of a gen¬ 
eral partner), does not dissolve the limited partnership. 

Curiously enough, the statute also provides that one person may be 
both a general partner and a limited partner in the same partnership at 
the same time. A person occupying this dual role has the status of a 
general partner, except that in respect of his contribution he has the 
rights of a limited partner against the other partners. Therefore, as a 
general partner, his death automatically dissolves the partnership; but 
as a limited partner, his estate is entitled to the repayment of his con¬ 
tribution ahead of all distributions to the general partners. 

The third outstanding characteristic of a limited partnership is the 
statutory requirement that a sworn certificate be filed for record in a 


public office setting forth details as to the name and term of the partner¬ 
ship, the character and location of the business, the names and residences 
of each of the partners and his designation as general or limited partner, 
the amount of capital contributed by each limited partner, his share of 
the profits, and other appropriate data of a similar nature. The statute 
usually requires also that a copy of the certificate or a notice containing 
its substance be published in local newspapers for a period of weeks. 

The subject of limited partnerships has been dealt with at some length 
here for the reason that it will not again be discussed in detail. Limited 
partnerships are numerically few as compared with ordinary or general 
partnerships, and the problems involved on the death of a general part¬ 
ner m a limited partnership are so similar in nature to those involved 
on the death of a partner in an ordinary partnership that separate treat¬ 
ment would be largely repetitious. Before leaving the subject, however 
one pomt should be emphasized. On the death of a general partner in a 
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ceased partner share the remaining assets without precedence. But in a 
limited partnership the assets remaining after the firm has been liqui¬ 
dated and the creditors of the business satisfied, are first used to pay 
the limited partners their profits and to return their contributions. Last 
in line come the general partners and the personal representative of the 
deceased general partner, who divide what remains. The general part¬ 
ners in a limited partnership, therefore, have an even greater need for a 
solution of the problems brought about by the death of a general part¬ 
ner than is the case when a death occurs in an ordinary partnership. This 
should be kept in mind as these problems and their solution with re¬ 
spect to the ordinary partnership are developed in subsequent chapters. 



CHAPTER 2 

Property Rights in 
a Partnership 


The private ownership of property, one of the 
fundamental institutions of our free society, forms the basis and con¬ 
stitutes the subject matter of almost all business transactions. This 
property ownership has assumed many different patterns to suit the 
varied and ever changing needs of commerce, each form of business 
organization requiring for its efficient functioning its own particular 
kinds of property rights. For example, the development of the cor¬ 
poration brought with it the ownership of assets by a distinct legal en¬ 
tity, the corporation itself, and created the special type of ownership 
evidenced by the stock certificate. Another example, and the one with 
which we are immediately concerned, is that of the partnership. The 
evolution of the partnership method of conducting business has been 
a ccompanied also by the development of its particular pattern of prop¬ 
erty rig ts including such novel types of ownership as the partnership 
interest and the tenancy in partnership. A working knowledge of all of 

partnership rights is necessary to a clear understanding of the true 
nature of a partnership. 

Part!!! r? IeS ^ f0rth in this cha P ter are based on the Uniform 
artaersfup Act. This is a model statute drafted in 1914 by Professor 
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law in these jurisdictions. In large measure this statute is a codification 
of the common law, although new rules were made in certain particu¬ 
lars, notably in respect of the real property owned by a partnership. 

ASSETS OF THE PARTNERSHIP 

The corner grocer is the firm of King & Gay. Who is it that owns 
that can of beans on the shelf? Probably the wholesaler sold it to the 
partnership as such. Therefore, title is in the partnership itself, which 
fact of ownership is both legally possible and customary. Mr. King and 
Mr. Gay jointly own the beans as "tenants in partnership.” As such a 
co-owner each has an equal right to possession, but only for partnership 
purposes. Neither can alone assign his individual share of ownership. 
Only a creditor of the firm can attach his individual ownership rights. 
If Mr. King dies first, his ownership in the beans and in all other spe¬ 
cific property of the partnership automatically goes to Mr. Gay, who 
then owns all of the assets of the firm as a liquidating trustee. This 
includes any real property, the title to which was vested in the partner¬ 
ship and which, under the Uniform Partnership Act, is not subject to 
dower rights. (In those jurisdictions where partnerships are subject to 
the common law, the rule is that dower, et cetera, attaches to the de¬ 
ceased’s share of the firm’s realty on dissolution, after the firm’s creditors 
are satisfied.) 

THE PARTNERSHIP INTEREST OF EACH PARTNER 

In addition to, and distinguished from, his property rights in specific 
partnership assets, each partner owns what is known as his "partnership 
interest.” This consists of his share of the profits and surplus, and is 
intangible personal property. A short digression for a moment into the 
field of inheritance taxation will serve to illustrate the nature of this 
property right. 

In the United States Supreme Court case of Blodgett v. Silberman, 
277 U. S. 1 (1928), Robert B. Hirsch was a general partner in the firm 
William Openhym & Sons, organized and doing business in New York 
under the New York Limited Partnership Act. Among the assets of the 
firm were land, buildings and other tangible property located in New 
York and in Connecticut. Hirsch died a resident of Stamford, Connec¬ 
ticut. His will was probated in New York, the Federal and New York 
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estate taxes were paid, and then the will was probated in Connecticut. 
Blodgett, Connecticut Tax Commissioner, included in the Connecticut 
inheritance tax computation the value of Hirsch’s partnership interest of 
approximately $1,700,000 on the principle that this interest was in¬ 
tangible personal property and hence, under well established rules of 
law, had as its situs for taxation the domicile of the owner. Silberman, 
Hirsch's executor, unsuccessfully challenged this tax in the Connecticut 
courts, then appealed the case to the United States Supreme Court, which 
upheld Connecticut's right to tax. Taxation of other types of property 
was also involved in the case, but details have been omitted here as ir¬ 
relevant to the nature of a partnership interest. The Supreme Court 
held that: 


the interest of the decedent in the partnership of Wm. Openhym 
& Sons was simply a right to share in what would remain of the 
partnership assets after its liabilities were satisfied. It was merely 
an interest in the surplus, a chose in action. It is an intangible 
and carries with it a right to an accounting. ... It thus dearly 
appears that both under the partnership agreement and under the 
laws of the State of New York the interest of the partner was the 
right to receive a sum of money equal to his share of the net 
value of the partnership after a settlement, and this right to his 
s are is a debt owing to him, a chose in action, and an intangible. 
We concur with the Supreme Court of Errors that as such it was 
subject to the transfer tax of Connecticut. 


Blodgett v Silberman stands as warning, to those not trained in the 
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who is entitled to receive from the surviving partner, for distribution 
to the heirs, its value in cash as the decedent’s share of any profits and 
surplus remaining after the winding up of the firm’s affairs. 

THE RIGHT TO PARTICIPATE IN THE 

MANAGEMENT 

The third property right of each partner is his equal right to partici¬ 
pate in the management and conduct of the business. By agreement of 
the partners, however, restrictions and delegations of authority may be 
made. 


EACH PARTNER A PRINCIPAL AND A 

GENERAL AGENT 

As a result of the foregoing property rights, each partner in the per¬ 
formance of his business duties acts with respect to himself as a prin¬ 
cipal having a joint interest in the partnership property, and as a general 
agent with respect to each other partner. As a general agent, he can bind 
the firm in any transaction that comes within the ordinary scope of the 
firm’s business. He is restricted, however, from doing certain acts unless 
authorized by all his associates. For example, he has no authority alone 
to make an assignment of all of the assets, to sell the good will of the 
business, to confess a judgment, to submit a partnership claim or lia¬ 
bility to an arbitrator or referee, or to do any other act which would 
make it impossible to carry on the ordinary business of the firm. 

PROPERTY RIGHTS IN PARTNERSHIPS UNIQUE 

The foregoing highlights dealing with property rights in a partner¬ 
ship show them to be unique. They differ from those encountered else¬ 
where in the business world. Perhaps the best way to emphasize their 
uniqueness and to obtain a clearer picture of them is by contrast. Most 
of us are reasonably familiar with corporations, hence a few compari¬ 
sons may be fruitful. 

CORPORATION AND PARTNERSHIP PROPERTY 

COMPARED 

If our comer grocer were incorporated, the corporation undoubtedly 
would have both full title to and ownership of the can of beans, because 
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the corporate business unit is a separate legal entity. In the case of the 
partnership we had just enough "legal entity" to put title to property 
in the firm name, but not enough to put ownership there. Consequently 
our partners held the rights of ownership (but solely for partnership 
purposes) under the peculiar species of joint ownership known as 
"tenants in partnership.” 

To carry our comparison further, if one of the stockholders in the 
grocery corporation should die, his death would have no immediate 
effect on the ownership of the beans; they would still be an asset of the 
corporation itself. In the absence of any special arrangement, the owner¬ 
ship of the deceased’s shares of stock passes through his estate to his 
legatees under his will, or, if no will exists, to his distributees as pro¬ 
vided in the intestate laws. The new stockholders have voting powers 
at stockholders’ meetings and the right to receive dividends declared 
on the stock by the board of directors, but they have no right to demand 
from the corporation that its assets be liquidated and that the value of 
their shares of stock be paid to them in cash. 

How different the property devolution is when a co-partner dies! His 
co-ownership in the specific partnership property automatically ceases, 
the surviving partner or partners becoming vested with the ownership— 
as liquidating trustees in the absence of a continuation agreement. The 
deceased’s partnership interest goes into his estate. But the firm is auto¬ 
matically dissolved on the occurrence of the death, and in the absence 
of a continuation agreement this interest is restricted to the right to the 
cash value of the deceased partner’s share of the assets of the firm upon 

ITffT’ aCC0 ™P anted b y th * ”g*>t to demand that the survivor wind 
up the partnership with all possible dispatch and render a proper ac- 



CHAPTER 3 

Liabilities in 
a Partnership 


/-\ STUDY OF ALL OF THE LEGAL RAMIFICATIONS OF 
partnership liabilities belongs in the law school. Nevertheless, a knowl¬ 
edge of the broad underlying rules is required by the life underwriter 
if he is to grasp the full significance of the problems created by the 
death of a partner. Most readers are familiar with the basic general 
rule, which may be stated as follows: 

Each partner is fully liable for any contract, wrongful act, or 
omission, whether the liability is created by himself or by any 
other partner, while acting in the ordinary course of the business 
of the partnership or while acting with the authority of his co¬ 
partners. 

To illustrate, let us look once more at the comer grocer, the partner¬ 
ship of King & Gay. Inquiry brings out the fact that the can of beans 
was ordered from the wholesaler by Mr. Gay along with a large ship¬ 
ment of other canned goods, costing $800 and billed to King & Gay 
at 30 days net. Obviously, this was a transaction in the ordinary course 
of the firm’s business; hence partner King is equally liable with partner 
Gay for the payment of the invoice. But suppose that King dies before 
payment is made. Gay now owns the stock-in-trade and of course, re 
mains liable for the payment of all of the obligations of the business. 
What, if anything, happens to King’s liability? 

The law provides that the individual property of a deceased partner 
shall be liable for all of the obligations of the partnership incurred 
while he was a member, but subject to the prior payment of his separate 
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debts. King’s executor can legally enforce a demand that Mr. Gay, as 
the surviving partner, apply the partnership property to discharge its 
liabilities. If this property should prove insufficient, however, the 
executor will have to contribute out of King's separate estate his share 
of the deficit, provided there are sufficient funds in the estate to do this 
after the individual creditors have been satisfied. 

If the firm's assets were insufficient and survivor Gay insolvent, then 
King’s executor would be liable for all of the unpaid obligations of the 
partnership to the extent of King's estate after the payment of separate 

On the other hand, if King’s estate did not have enough assets after 
payment of separate creditors to pay in its share of any deficit, Mr Gay 
would have to pay all of the deficit out of his own personal savings. 



CHAPTER 4 

Dissolution of 
a Partnership 


The outstanding need for a plan which will 
assure continuation of the partnership business lies in the facts and cir¬ 
cumstances surrounding the dissolution, winding up, and termination of 
a firm. To know accurately these facts and circumstances is to know the 
urgency of the need for the solution that the life underwriter has to 
offer. There are thousands of partners throughout the country whose 
knowledge in this respect is rudimentary at best. Consequently, life 
underwriters who aspire to sell any substantial volume of partnership 
insurance must inform themselves thoroughly on the subject in order 
that they may appreciate properly the need and purpose for their 
product and thus become qualified to portray the true facts to the part¬ 
ners. These facts, to the extent that they relate to our subject, will be set 
forth in this and the following chapter. 


DISSOLUTION, WINDING UP, AND TERMINATION 

DISTINGUISHED 


Much confused thinking is caused by lack of precision in the use of 
terms, particularly in the use of the words "dissolution” and termina¬ 
tion.” Dissolution is defined by the Uniform Partnership Act as the 
change in the relation of the partners caused by any partner ceasing to 
be associated in the carrying on as distinguished from the winding up 
of the business.” "Winding up” needs no special definition. It is the 
final process in the life history of a partnership, the performing of the 
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acts necessary to the liquidation and closing up of its affairs. "Termina¬ 
tion" denotes the end of the firm; it no longer exists. Thus, as stated in 
Englestein v. Mackie , 182 N.E.2d 351, 357-357 (III. App., 1962): 

The terms "dissolution” and "termination,” as employed in 
the Partnership Act are not synonyms and, as used, have different 
meanings. Dissolution does not terminate the partnership and 
does not end completely the authority of the partners. The order 
of events is: (1) dissolution; (2) winding up; and (3) termina¬ 
tion. Termination extinguishes their authority. It is the ultimate 

result of the winding up and occurs at the conclusion of the 
wind up. 


WHY A DISSOLUTION TAKES PLACE 

As slated in 68 Corpus Juris Secundum, § 347: "In general a change 
m the personnel of a partnership works its dissolution. Thus a partner¬ 
ship w.U be dissolved by the withdrawal of a member from the firm 
unless the partnership articles provide otherwise . . Why is this 
rue The explanation goes to the core of the partnership relation itself. 
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Other causes of dissolution stem from such events as the death or 
bankruptcy of a partner, from any event that would make the business 
illegal, or from a court decree of dissolution based upon any one of a 
variety of causes, such as the incapacity or business misconduct of a 
partner, or the inability of the firm to earn profits, et cetera. 

GENERAL EFFECT OF DISSOLUTION 

In the absence of a contrary agreement, dissolution terminates the 
authority of the remaining partners to act for the partnership except to 
the limited extent necessary to wind up the firm, including the comple¬ 
tion of transactions already begun but not finished. Outstanding con¬ 
tracts are performed, bills receivable are collected, assets are converted 
into cash for what they will bring, liabilities are paid, and the residue 
is distributed to the erstwhile partners or their representatives. This 
winding-up procedure is summed up well as follows in the leading 
partnership case of McClennen v. Commissioner, 131 Fed. 2d 165, deal¬ 
ing with Massachusetts law: 

The survivors have the right and duty, with reasonable dis¬ 
patch, to wind up the partnership affairs, to complete transac¬ 
tions begun but not then finished, to collect the accounts receiv¬ 
able, to pay the firm debts, to convert the remaining firm assets 
into cash, and to pay in cash to the partners and the legal repre¬ 
sentative of the deceased partner the net amounts shown by the 
accounts to be owing to each of them in respect of the capita 
contributions and in respect of their shares of profits and surplus. 

If there is a deficit, each must contribute his share as a minimum, or 
up to the total amount of the deficit as a maximum, if the others are 

unable to pay. 



CHAPTER 5 

Winding Up and Termination of 
Partnership on Death of Partner 


As WE HAVE SEEN, THE DISSOLUTION OF A PARTNERSHIP 
may be brought about by any cause that results in the severing of a mem- 
er s association with the firm. The principal cause in which the Ufe 
underwriter is interested, however, is the death of a partner, for it is 
following such event that the plan he has to offer can perform seeming 

extendm « the hfe span of an established business. We havf 

, T, ay z hat happens to **” business °° d;s - 

imooZl u T t0 “* itS “ UrSe; but tbere several 

important phases of winding up which need further analysis Out- 

standing among these is the status of the surviving, liquidating parser. 

SURVIVING PARTNER AS LIQUIDATING TRUSTEE 
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Joseph v. Herzig. Two brothers had conducted a partnership under 
the name of Herzig Brothers. One died and the survivor accounted 
in the Surrogate’s Court for the physical assets of the firm, made settle¬ 
ment for them with the deceased’s estate, and continued to do business 
under the same firm name. The executor of the decedent brought this 
action against the survivor for an accounting for the use of the firm name 
and good will. New York’s highest court, 198 N. Y. 456; 92 N. E. 103 
(1910), held that the surviving partner must account for every asset of 
the partnership. The following is quoted from the opinion of Chief 
Judge Cullen: 

A surviving partner has no right, in the absence of some pro¬ 
vision in the partnership articles, to appropriate the firm assets 
for his own use, although he is willing to pay the value thereof. 

As to the estate of the deceased partner he is a trustee, bound to 
liquidate the partnership and dispose of its assets like other 
trustees. So far as he has disposed of or collected the assets, he 
must account for their proceeds. If, at the time of the accounting, 
any of the assets have not been disposed of, or if any partnership 
property subsequently comes into his hands, he is bound to ac¬ 
count to the estate of the deceased partner for its share of what 
may be realized thereon. . . . 

Anderson v. Droge. At his death decedent owned a one-third interest 
in a partnership. Plaintiff, his sole heir, was told by the surviving part¬ 
ners that, although the business had been prosperous in the past, it had 
suffered a slump in recent years and they doubted if the decedent’s estate 
would realize anything from it. Plaintiff was later referred to the admin¬ 
istrator. The administrator had a board of appraisers appointed and they 
appraised the value of the decedent’s interest at $900, in spite of the 
fact that a financial statement showed capital and surplus of about 
$37,000 and a bank balance of approximately $26,000. Then the plaintiff 
received a letter from the administrator stating that the partnership had 
been sold under court order and bought in by the surviving partners for 
$950, and enclosing check for $306 net for the one-third interest. Three 
years later plaintiff filed this suit against the surviving partners for an 
accounting. The court gave the plaintiff judgment for approximately 
$8,000, the opinion, 216 Iowa 159, 248 N. W. 344, (1933), stating in 
part: 

Our reason for reaching this conclusion is in accord with that 
of the District Court, that the surviving partners had a right to 
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continue this business for the purpose of winding it up, and on 
the death of Thayer they became trustees of the property and 
business of the co-partnership for his legal heirs and representa¬ 
tives. The law required of them the utmost good faith in their 
dealings with those entitled to share in his interest and property 
left in trust with them. It was their duty as trustees to make a full 
and fair disclosure of the exact nature and extent of his interest 
in the partnership and to conceal nothing. They have failed in 
this duty; they have concealed from the plaintiff the nature and 
extent of the interest of the deceased in that concern and the value 
thereof. They have sought by concealment to use the court to de¬ 
fraud the plaintiff out of a valuable right in the concern. In the 
sale by the administrator only the tangible property was in fact 
valued, and the interest of the deceased in the other partnership 
property and as a going concern was not included or sold. They 
also failed to take into consideration the fact that the business was 
a going concern and had a good will. 


In Re Dicker's Estate. The utmost of good faith and fair dealing 
will not save a surviving partner who chooses not to obey the mandate 
of the law to liquidate the firm on the death of a member. 

Sol Ducket and one of his sons had conducted a partnership, and on 
e fathers death the son and a friend of the father, as co-executors 
decided to catty on the business rather than liquidate it. After operation 

lt°d h y r r - Unde r 1116 name - they f0rmed a COT poration, and con- 
mued the bustness for about seven years more. During most of this time 
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would have been paid in interest at 5 per cent had the trust fund been 
originally set up. They had already received about $65,000 and the 
decree set up $33,000 more for them, a total of $98,000. Had the 
surviving partner liquidated the partnership on the father’s death, as 
the law prescribed, the objectants would have received principal in trust 
of $33,000. Interest at 5 per cent on this sum for the eight years would 
approximate $13,000, making a total of $46,000. Furthermore, the 
court pointed out that if the principal had been set up in trust promptly 
on the death of the father, it would undoubtedly have been diminished 
by the universal shrinkage of security values that occurred during the 
subsequent period. The opinion of the court, found in 146 Misc. 899, 
263 N. Y. S. 217 (1933), stated in part as follows: 

Since Williams v. Whedon, 109 N. Y. 333, 16 N. E. 365, 4 
Am. St. Rep. 460, it has been familiar law that partnership assets 
as such are not owned by the estate of the deceased partner, and 
that legal title thereto is completely vested in the surviving part¬ 
ner. The estate had the right only to receive, after liquidation of 
the firm business, the net value of the share of the deceased 
partner. . . . The survivor is entitled to the possession and con¬ 
trol of the assets and has the right "within the limits of good 
faith” to dispose of the assets and close the partnership affairs. 

... It is apparent from the record that the accounting son of 
the deceased with his co-executor, a personal friend of the de¬ 
ceased, unwisely determined to carry on the business of the former 
co-partnership so as to provide a livelihood for the family of the 
deceased, four of whom are now attacking the determination. 

That this decision so to carry on the business exposed the account¬ 
ing parties to a surcharge has been found by the referee and con¬ 
firmed by Mr. Surrogate O’Brien. . . . The referee has found 
. . . that the brother and sisters of this accounting son ... are 
in truth invoking the utmost rigor of the law against their 
brother. 

Burden of proof on surviving partner. No one familiar with 
these and similar cases can doubt the fact that the surviving partner is a 
liquidating trustee and is "on the spot" whether or not he has acted in 
good faith. Because of his fiduciary status, he is held responsible to the 
estate as a trustee of the partnership assets; but this is only part of the 
story. Because of his superior knowledge of the partnership affairs, he 
is usually held to the burden of proving that he has not acted in viola¬ 
tion of that trust when his conduct is challenged by the personal repre- 
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sentative. The rule that the surviving partner has the burden of proof 
was applied by the Appellate Division of the New York Supreme 
Court in the case of Bauchle v. Smylie, 104 App. Div. 513, 93 N. Y. S. 
709. In that case, one of three equal partners had died and his widow 
was named executrix and residuary legatee in his will. Four months later 
she sold the decedent's interest to the survivors for $42,500. Not long 
thereafter, the widow brought an action to have the sale set aside on the 
ground of fraud. The lower court rendered a decision in favor of the 
surviving partners, upholding their purchase of the deceased partner’s 
interest on the ground that the widow had not proved that the transac¬ 
tion was unfair to the estate. On appeal, the Appellate Division reversed 
the decision and sent the case back for a new trial, stating regarding the 
first trial: 

The action was tried upon an erroneous theory, viz., that the 
burden was upon the plaintiff to establish the transaction as un¬ 
fair, whereas the burden was in fact upon the surviving partners 
to show that it was in all respects fair, and such as a court of 
equity would sanction and approve. 

The opinion continued in the following words to stress the fiduciary 

position of the surviving partners, which placed this onerous burden 
on them : 


The relation which a surviving partner holds to the representa¬ 
tive of a deceased partner has been clearly defined, and is gen- 

rnnfiM UnderS f t °° l d ' ? ? a fiduciar 7 elation, involving trust and 
confidence of the highest character, which absolutely prohibits 
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all facts, present or prospective, affecting those assets. He must ac¬ 
count for all property values, tangible or intangible. Moreover, if any¬ 
thing goes wrong between him and heirs unfamiliar with the partner¬ 
ship affairs, he will have the burden of proving that his trusteeship was 
carried out in exact compliance with the high standards of responsibility 
required of trustees. Lack of good faith and fair dealing will result in 
disaster; yet good faith and fair dealing will not save him if he departs, 
as in the Ducker case, from the strict mandates of the law governing 
the winding up of partnerships. Obviously, therefore, the surviving 
partner stands in great need of a different plan of procedure; he needs 
a plan that will relieve him of this oppressive fiduciary status. 

ECONOMIC EFFECTS OF WINDING UP THE 

PARTNERSHIP 

In a typical partnership we see two capable business men combining 
their diverse talents from day to day in carrying on a modest but suc¬ 
cessful enterprise. One has the knack of merchandising; the other has the 
knack of efficient over-all management and supervision. Together, they 
constitute an effective team, making enough profits to rear their families 
and enjoy the ordinary comforts and pleasures of life. With the business 
running smoothly due to their joint efforts, and with orderly plans al¬ 
ready developed for the future, they consider themselves "all set.” 
Then without warning, one of them suddenly dies. Gone now is the 
comparative tranquility of the business day. Gone are the orderly plans 
for the future of the enterprise. In their stead are the strange and onerous 
duties of winding up a heretofore thriving business. We are now 
tolerably familiar with those duties; next let us examine the economic 
havoc that often follows: 

Shrinkage of partnership assets on liquidation. Among the 
first duties of the surviving partner as liquidator is the collection of 
accounts receivable. In performing this task he will undoubtedly learn 
that a substantial part of the total amount cannot be collected. If the 
firm owned any real estate the surviving partner will be at the mercy of 
the prevailing market, if any market currently exists. There will be an 
inventory to dispose of for cash. Bates on Partnerships, S 743, says in 
part: "the forced conversion of a large stock into money is almost sure 
to be attended with the most ruinous consequences, not only to the 
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surviving partners, but to the estate of the deceased.” Then there will 
be equipment of various kinds that will have to be converted into cash 
with reasonable promptness. In this undertaking he may find that these 
items, which usually must be disposed of through second-hand dealers, 
are sold only for a fraction of their original value. It is therefore evident 
that when the surviving partner has completed the liquidation of the 
tangible property of the firm he will be lucky to have realized fifty 
cents on the dollar in cash. 

But what about the intangible assets, the going-concern value and the 
good will? In those few fortuitous instances where the business may be 
sold in bulk, some portion of these values may be salvaged, but in most 
cases these assets evaporate with the liquidation of the tangible assets. 
Their loss is total. 


Income to the family from the business stops. Up to the day of 
his death the deceased partner drew out of the partnership a reasonably 
steady income. The needs and comforts of his family are geared to this 
income; their standard of living has been erected upon it. Can the family 
compel the surviving partner to continue these payments or any part of 
them? No, the survivor is devoid of any authority to make advances to the 
estate until he has closed out the business. Furthermore, he is account¬ 
able only to the executor or administrator of the deceased partner’s estate, 
not to his heirs. This was brought out clearly in Taylor p. Lint, 338 Mich! 

73, 62 N.W.2d 453 (1954). There the lower court had directed the 
surviving partner to pay $1,200 to each of the guardians of the deceased 
partner s two minor children, and to pay the fees of such guardians and 

J 1 w Wh ° repreSe ° ted them ' " a distribution of the partnership 
assets. Michigan s top court reversed this direction, holding that the 

surviving partner was accountable solely to the legal representative of 
the deceased partner’s estate. 
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tion of the partnership problems that arise upon the death of a partner. 

Administration of personal estate may be delayed. The executor 
or administrator of the deceased partner, as the legal representative of 
his personal estate, has the duty either under the will or under the 
intestate laws, as the case may be, to wind up the deceased’s personal 
affairs, pay his personal debts, and distribute the remainder to those 
entitled to it. Under the Uniform Partnership Act he cannot interfere 
with the liquidation of the partnership unless, or until, there has been 
misconduct on the part of the surviving partner or there has been an 
unreasonable delay. If either has occurred, the legal representative can 
petition the court to have a receiver appointed to take over the winding 
up. State v. The Vanderburgh Probate Court, 233 Ind. 488, 121 N. E. 2d 
723 (1954). Otherwise, he must wait until liquidation has been com¬ 
pleted by the surviving partner. In the meantime, the executor cannot 
complete his own duties. He cannot fully appraise the estate or com¬ 
plete his estate tax schedules until the partnership has been liquidated 
and the value of the deceased’s share ascertained. Any advances to the 
widow may be made at his own peril, for there may be an ultimate short¬ 
age of assets; and it is in those estates where the assets are meager that 
executors are hardest pressed to make advances. If it finally develops 
that there is a cash sum coming to the estate on the termination of the 
partnership, he is responsible for its delivery to the proper heirs. If 
there is a deficit, he must contribute the deceased’s share out of the 
assets of the personal estate. If he turns all the personal assets over to the 
heirs prematurely, he will be surcharged. Thus, if the law of partnership 
liquidation is allowed to take its course, we find the orderly administra¬ 
tion of the deceased’s personal estate delayed, with a frustrated legal 
representative and disgruntled heirs as inevitable consequences. 

Surviving partner’s business career jeopardized. If the surviv¬ 
ing partner has carried out his legal mandate, he has brought the busi¬ 
ness of the partnership to a standstill, liquidated its property for whatever 
sum it would bring at forced sale, paid its debts, and divided the 
shrunken residue between the estate of the deceased partner and himself. 
In the process he has lost a substantial portion of his investment in the 
business. Nevertheless, the importance of this sacrifice is overshadowed 
by what may indeed result in disaster. In liquidating the business he has 
liquidated his job, and with it all his plans for the future. Small wonder 
it is. then, that so many surviving partners choose to make any deal that 
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opportunity offers at this late date to acquire the deceased partner’s inter¬ 
est, even at great risk of subsequent lawsuits and adverse judgments. In 
the extremity of the situation he will welcome almost any plan that 
promises to save his business life. Starting his business career all over 
again is often out of the question. But reliance on the hope of making 
a satisfactory and conclusive deal with the heirs in the face both of their 
naturally suspicious attitude and of the strict rules of the law of trustee¬ 
ship is foolhardy. The surviving partner can least afford, of all the 
parties concerned, to let the law of partnership liquidation take its 
course. 



Part II 


PLANS ATTEMPTED TO 
AVOID LIQUIDATION ON 
DEATH OF A PARTNER 

CHAPTER 6 

Alternatives to Liquidation 
Improvised After a 
Partner's Death 


W E HAVE SET OUT IN SOME DETAIL THE SACRIFICES AND 
losses suffered by everyone concerned in the liquidation of a partnership 
on the death of a partner. The extent of these sacrifices has plainly 
shown the vital need for a more practical solution than that of allow¬ 
ing the law to take its course, and has caused the parties to improvise 
various alternative schemes in an attempt to keep the business running 
and thus by-pass these losses. 


MERE CONTINUANCE OF THE BUSINESS 

Often a surviving partner will keep on operating, in the hope that 
he will later be able to come to an agreement with the deceased’s heirs, 
or that they will acquiesce in his conduct. An example of the costliness 
and futility of this alternative is vividly portrayed in the Ducker case, 
in which the son operated the business with outstanding success for 
several years after his father’s death to the great profit of the deceased 
partner’s family, the son’s own brother and three sisters, only to have 
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“the utmost rigor of the law” enforced against him. The results in that 
case seem harsh, but the court was merely applying the regular rule, that 
if a dissolution occurs and the business is continued without any settle¬ 
ment of accounts or any contrary agreement being entered into, the 
legal representative of the deceased is entitled to receive for the heirs 
the amount of the deceased's interest at date of death, plus his choice 
either of the interest on it or of the profits attributable to the use of the 
property after that date. 

In Froess v. Froess, 284 Pa. 369, 131 A. 276, 278 (1925), a case which 
construed Section 42 of the Uniform Partnership Act where there was 
no agreement between the surviving partner and the deceased partner’s 
representative to continue the business, the rule was stated as follows: 


The legal rule is fixed on this subject. If the survivors of a 
partnership carry on the concern, and enter into new transactions 
with the partnership funds, they do so at their peril, and the 
representative of the deceased may elect to call on them for the 
capital with a share of the profits, or with interest. If no profits 
are made, or even if a loss is incurred, they must be charged with 
interest on the funds they use, and the whole loss will be theirs. 


Only one case has interpreted the Uniform Partnership Act to call 
for a different rule. In Blut v. Katz, 13 N.J. 374, 99 Atl. 2d 78 (1953) 
Uie Supreme Court of New Jersey held that there was a choice between 
interest and a share of profits only when the partnership business was 
continued with the consent of the estate, and that where there was a 
contmuance without the consent of the deceased partners executrix, 
he had no option to take a share of the profits but was entitled only to 

£terest U L „ ^ partneI ' S intereSt at time ° f his death plus 

interest thereon to the date of judgment. Two judges, including Chief 

statute ” 8 °T ly diSSented fr ° m thi$ inter P"*dion of the 

_ • tmg that on the plainest principles of equity and justice the 

IVI f 1 ^ 3artners shouId account for the profits ensuing from their un- 
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representatives may elect between interest on decedent’s capital 
or a proportionate share of the profits. 

Lest the impression be left that what the surviving partner loses as a 
penalty for continuing the business constitutes a gain to the heirs, the 
case of Alsworth v. Packard, 181 Minn. 156, 231 N. W. 916 (1930), 
will be discussed. For a long period of years A. D. Packard and his son 
carried on a co-partnership. After the father’s death, the son continued 
to operate the business for about six years, when his sister, as administra¬ 
trix, brought suit for an accounting on the ground that he should have 
wound up the partnership affairs promptly. In the lower court a judg¬ 
ment for $66,000 plus a substantial amount of interest was rendered 
against the son. On appeal, Minnesota’s highest court held that although 
the son was liable, a new trial was necessary to correct certain errors. 
The following illuminating comment is found in the opinion: 

There must be a new trial. We might say so and stop. We are 
tempted to go a bit further. A history of the affairs involved, 
extending over a period of forty years, is possible. The law has 
the machinery and there is enough time to hunt up early transac¬ 
tions and investigate facts and come to as correct a conclusion as 
human means can reach on disputed testimony after so long a 
time. The effort used and the time consumed largely will be 
wasted effort and time. It is not the fault of the law. It comes be¬ 
cause of the shortcomings and delays and faults of the people 
concerned. The necessary money doubtless can be found to carry 
on the quarrel. The beneficiaries are well along in years. If the 
money and property could be had now they would have some en¬ 
joyment of it for quite a while. If active in litigation they will 
probably be able to get their controversy at an end so that one 
has all, or each has a part, or none of them has anything at all 
before the end comes. 

The rule that the deceased partner’s estate is entitled to receive the 
value of his interest plus either interest thereon or the profits attributable 
thereto, if the survivor continues the business, does not obviate the rule 
that it is the survivor’s duty to wind up the partnership where he has no 
authority to continue. Thus, if the survivor does not proceed promptly 
with the winding-up process, the legal representative may have the 
process carried out by a receiver. This is what happened in Jay v. Claik, 
85 Cal. A. App. 2d 88, 192 P.2d 462 (1948), and related cases of 
Wolfe v. Clark (unreported), and Clark v. Lesher, 106 Cal. App.2d 
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403, 235 P.2d 71 (1951)—Cal. App.2d—, 290 P.2d. 293 (1955), 46 
Cal.2d 874, 299 P.2d 865 (1956), 169 Cal. App. 2d 319, 337 P.2d 
126 (1959). 

Jay v. Clark. For a number of years, Clark and his father owned and 
published a newspaper in Madera, California, as equal partners. The 
father died in September 1944, leaving his one-half partnership interest 
equally to Clark and two other children. Clark continued to publish the 
newspaper; the other two children promptly sold their interests to 
Lesher, who owned a newspaper in an adjoining county and had just 
bought one in Madera. Jay was appointed administrator of the estate, 
and five months after the father’s death brought this action alleging 
that Clark had refused to wind up the partnership or render an ac¬ 
counting. The trial court ordered him to account, and appointed a 
receiver to operate the business until it could be sold as a going concern. 
Upon affirmance of the judgment by the appellate court in June 1948, 
the originally appointed receiver was replaced by Wolfe and he took 
possession. He reported to the court that he had insufficient funds to 
continue operations, and was ordered to discontinue publication within 
10 days, to publish a notice of sale for two weeks, and to sell the busi¬ 
ness within 30 days thereafter. Wolfe stopped publication, and in 
August 1948 sold the newspaper to Lesher for $30,750. 

Wolfe v. Clark. Wolfe brought this action in January 1949 as receiver 
to quiet title to the proceeds of the sale and to certain items of personal 
property, including a life insurance policy which both Clark and Lesher 
claimed. While this action was pending, Clark and his wife executed an 
assignment transferring to Lesher all their interest in the partnership 

consideration o( * stipulated judgment which ordered 
$5,000 paid to them by Wolfe. Wolfe reported this agreement to the 

m Jay v. Clark, and was discharged as receiver. A stipulated judg¬ 
ment was entered in this case. J S 


Clark v. Lesher. About two weeks later, Clark brought this action 
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It vacated the appellate court's opinion and sent the case back for retrial. 
(46 Cal.2d 874, 299 P.2d 865, vacating—Cal. App.2d—, 290 P.2d 293.) 
Upon retrial, the court held again for the defendants, and Clark again 
appealed. The appellate court affirmed, on the ground that Clark’s 
assignment in consideration of the settlement of Wolfe v. Clark estopped 
him from maintaining his action for conspiracy. 

The conclusion is inescapable that surviving partners and heirs alike 
usually suffer heavy losses if the business is improperly continued, and 
that this irregular procedure offers no alternative solution to the prob¬ 
lems of liquidation. 

A mere handful of states have enacted special statutes which permit, 
under certain conditions, the partnership business to be continued with 
the deceased partner’s legal representative as a partner. Thus, in Hawaii, 
the estate representative may become a limited partner pursuant to a 
court order and compliance with the Limited Partnership Act, if it 
appears for the best interests of the estate and the remaining partners 
approve. In Indiana and Missouri, the legal representative may become 
a partner pursuant to a court order which defines the extent of the 
estate’s liability, the property subject to the liability, the duration of such 
partnership, and other appropriate conditions. A few other states have 
somewhat similar statutes. The plan of continuance with the legal repre¬ 
sentative as a partner, however, has the fundamental weakness that it 
will not function unless the surviving partners agree to it. They may 
refuse because the legal representative is not familiar with the business, 
because the court has limited his liability, because the plan can at best 
be only a temporary one, or because they do not like the legal representa¬ 
tive’s choice of ties. Such a statute may help out where an emergency 
situation occurs, but is no substitute for a suitable continuation plan 
made by the partners themselves. 

NEW PARTNERSHIP WITH HEIRS 

Sometimes, rather than face disastrous liquidation, the surviving part¬ 
ner forms a new partnership with the heirs. This alternative, however, is 
seldom resorted to because of the well-nigh insurmountable obstacles, 
both legal and economic, that block its path. 

Legal obstacles. The first obstacle is the executor or administrator. 
Legally, the heirs cannot enter a new partnership with the surviving 
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partner with respect to the partnership property until the administration 
proceedings have been closed, for the heirs have no right to possession 
or control of such property until it comes to them by the accounting of 
the administrator, who, in turn, is charged with the duty of receiving and 
accounting for the value of the deceased’s interest in the partnership in 
cash. (.Taylor v. Lint, 338 Mich. 673, 62 N.W. 2d 453 (1954).) There¬ 
fore, this expedient is eliminated at the outset except in those isolated 
situations in which the executor or administrator and the sole heir are 
one and the same person. Even then, the deceased’s creditors and the 
tax authorities must first be satisfied. 

A further legal obstacle is the fundamental rule that no one can 
choose to be the partner of another. If, in spite of all the impediments, 
the surviving partner wishes to continue the business with the heir, he 
cannot do so unless the heir also wishes to do likewise rather than to 


receive the value of the deceased’s interest in cash. On the other hand, 
the desires of the heir to form such a partnership are of no avail if the 
survivor prefers to liquidate. 

In spite of the legal obstacles involved, a surviving partner some¬ 
times will continue the business by forming a new partnership with the 
widow of his deceased partner even though she is not the sole heir. 
That this can be a costly mistake is well illustrated by a 1951 case, 
Spivak v. Bronstein, 367 Pa. 70, 79 Atl. 2d 205. 


Spivak v. Bronstein. Jules Bronstein and Jacob Spivak were equal 
partners conducting a taproom and restaurant business. Spivak died in 
1943, survived by his wife and infant son. Spivak left no will and his 
widow was appointed administratrix. Under the intestate laws of 
Pennsylvania, the child was entitled to one-half of his father’s estate. 
Without the consent or approval of the probate court, the widow and 
e surviving partner entered into a new partnership agreement within 
a month. This agreement recited that the widow executed it on her own 
behalf and as administratrix, and also as guardian of her minor son 

Tk j Ugh ShC C0Uld n0t be the chiId ’ s guardian under Pennsylvania law), 
ihe deceased partner’s interest was valued in the agreement at $4 000 

aronstem was required to conduct the business and to pay the widow 
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might have to an accounting for the profits from the date of death of 
her husband. A month later she sued for an accounting, alleging that 
her share of the profits amounted to far more than $40 a week paid her 
and that she had been fraudulently induced to sell. 

The lower court, finding no fraud or mismanagement, decided that 
the widow as an individual was not entitled to any accounting, because 
of her agreement with the surviving partner. But the survivor must ac¬ 
count for the one-half share in the deceased partner’s interest which 
the minor son owned, and must pay the value of that share as of the 
date of death, together with the profits attributable to the retention of 
that share in the business, or interest at 6 per cent in lieu of profits. As 
a credit, the survivor was allowed one-half the amounts he had paid to 
the widow, and on the accounting a judgment for $10,045.81, including 
interest from date of termination of the partnership with the widow, 
was entered against the surviving partner. On appeal, the Supreme 
Court of Pennsylvania affirmed, ordering that the $10,045.81 be paid 
to the widow as administratrix and that she assign it to the legal guardian 
of her son. 

Thus the surviving partner paid the widow a total salary of about 
$6,000 during the three years of the partnership; then paid her $8,500 
for her interest—and he finally wound up after five ensuing years in 
the role of a defendant with a judgment against him for an additional 
$10,000. All this for a partnership interest agreed to be worth $4,000! 
The courts exact strict justice when legal obstacles are disregarded. 

Economic obstacles. From an economic standpoint, a new partner¬ 
ship with the heir is usually sheer folly. Unless the new partner has 
been active in the management of the business in the past (this is seldom 
the case, for the heir is usually the deceased partner’s widow), the sur¬ 
vivor carries almost all of the load for an incommensurate share of the 
profits. He finds himself in the position of trying to support both his 
own family and that of the deceased partner. More hopeless still, how¬ 
ever, is the clash of basic objectives of the parties. The surviving partner’s 
solicitude is for the future of the business. He wants to plow back for 
development and expansion any profits beyond a modest current in¬ 
come. The widow as a partner is interested in current income to replace 
that lost on the death of her husband. She will expect to derive at least 
as much as he formerly took out of the business, notwithstanding the 
fact that most of his profits were the result of the personal labor, skill, 
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and experience that he contributed to the firm but that she is not able 
to contribute. The history of attempts to carry on such partnerships 
(typified by the Bronstein case) shows that the immediate consequences 
of this divergence of interests are wrangling and dissension, and that 
the ultimate result is dissolution and the winding up of the new firm. 
The exceptional case is the one in which the deceased is survived by a 
son who has been active and competent in the affairs of the business and 
is sole heir and administrator. In such a case, a new partnership com¬ 
posed of the surviving partner and the son can be arranged if the parties 
so desire, and should prove successful. Nevertheless, if such favorable 
circumstances do exist, formation of the new firm is not safely left to 
improvisation after the death of the father. Adequate provisions for the 
future partnership should be set up in advance. 

From the above it is readily apparent that a partnership with the 
heirs is almost impossible to arrange after death occurs, is devoid of 
opportunity for successful operation in the overwhelming majority of 
cases because of the unequal sharing of the burdens and the conflict of 
objectives and is, therefore, rarely attempted. 


PURCHASE OF SURVIVING PARTNER’S 
INTEREST BY HEIRS 

Once m a while the heirs desire to purchase the interest of the surviv¬ 
ing partner. Such a plan is seldom consummated because of its many 
rawbacks. In the first place, the surviving partner is under a legal duty 
o liquidate the firm, and can be relieved of that duty only by the con¬ 
sents of the executor and administrator and of all the heirs. Heirs who 
aremmors are unable to give consent; some other heir may be un- 
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Unfortunately for the heirs, however, a covenant not to compete is not 
enforceable unless it contains reasonable restrictions as to time and place 
such as, for example, a period of five years in the immediate neighbor¬ 
hood. Without such a restrictive agreement, the heirs have no real 
chance of success. With it, their chances are not much improved. 
Restricted by such a negative agreement, the survivor is out of a job, 
and must retire, change his occupation, or start over in a new and strange 
location. Usually, only a surviving partner who is ready and wants to 
retire can afford to sign a contract of this nature. Thus, with a negative 
covenant essential to the heirs but unacceptable to the surviving partner, 
the use of this plan runs into an unsolvable dilemma. It must be dis¬ 
carded as a solution to the problems of liquidation. 

PURCHASE OF DECEDENT’S INTEREST BY 

SURVIVING PARTNER 

The remaining alternative that may be improvised by the parties after 
the death of a partner to avoid the sacrifices and losses implicit in 
liquidation of the partnership affairs is the purchase of the deceased 
partner's interest by the surviving partner. Here again both economic 
and legal obstacles stand in the way of a satisfactory solution. 

The financial barrier. The chief financial barrier is the inability 
of the survivor to obtain the necessary cash with which to pay for the 
deceased’s interest. If he does not have ample personal wealth, the 
surviving partner must borrow the purchase price or contract to pay the 
debt over a period of years. The instalment purchase plan will hang 
a millstone around the neck of the enterprise for years to come. In 
trying to borrow the cash, the survivor will find that the banks are far 
more likely to demand a reduction in the line of credit than to grant a 
new loan. In fact, being cognizant of the fiduciary position occupied by 
the surviving partner, most financial institutions will avoid becoming 
involved in any way with the situation. Resort must therefore be made 
to individual funds. These are not usually available unless the prospects 
for the future of the business are exceptionally favorable, and then only 
if the surviving partner takes the money lender into partnership with 
him or forms a corporation to effect the purchase, giving the lender 
shares of stock to cover the amount of the loan. Normally then, the 
raising of the necessary purchase price requires that the survivor go 
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into business and divide the management and profits with an untried, 
inexperienced, and often incompatible associate. 

The legal barriers. The towering obstacles to this plan, however, 
are legal in nature. First, the deceased’s executor or administrator can 
peremptorily demand that the business be liquidated. Even if willing 
to sell, he will be unable to do so unless the heirs consent. And, unless 
it is a cash sale, the creditors may block the transaction if they are not 
paid off. 

Second, an almost insuperable barrier is the surviving partner’s task 
of making a contract that will be able to stand up under any subse¬ 
quent legal attack by dissatisfied heirs. We saw such an attack made in 
Bauchle v. Smylie (seepage 145 herein) and the resultant burden thrust 
upon the surviving partners to show that the contract was above reproach. 
His status as a fiduciary lies at the root of this great difficulty. He is a 
trustee trying to purchase the subject matter of his trust from the 
beneficiaries. (If, perchance, the surviving partner is also the executor 
of the decedent’s estate, he is precluded from making a binding sale 
to himself unless authorized by special statute, such as the one enacted 
by the State of Washington. As stated in Donnelly v. Ritzendollar, 14 
N.J. 96, 101 A. 2d 1 (1953), ‘'It is beyond dispute that a fiduciary can¬ 
not purchase from himself. [Authorities cited.] Even in the absence of 
fraud such a sale would be set aside.” In many states he cannot make 
such a contract with another as the legal representative without consent 
of the beneficiaries of the deceased’s estate, no matter how much he 
offers for the deceased’s interest. Michigan’s highest court, in Grigg v. 
Hanna, 283 Mich. 443, 278 N. W. 125 (1938), had this to say: 

The surviving partner, as a fiduciary, is in effect the trustee 
of the assets of the deceased partner. . . [citing case]. As such 
trustee, he may not be interested directly or indirectly as a pur¬ 
chaser in his own behalf of the trust property without consent 

of the cestui que trust. 1 Perry on Trusts and Trustees, 6th Ed. 

195 . 


The opinion also quoted the following paragraph from Kelsey v. 
Detroit Trust Company, 265 Mich. 338, 251 N. W. 555, 556: 

fiddiLT'^ i ght t0 act When dut ? is °PP° sed to interest, 

to honesty to the desire for personal gain. To 

as trustee for a dead man, carries with it the duty to exercise 
onesty, good faith, and active diligence; the duty to disclose to 
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the beneficiaries and account for the estate, and, stringent as the 
law is in prohibiting trustees acting in violation of their trust, the 
rules of law should be more stringent rather than be relaxed. 

In a majority of states, however, the surviving partner is allowed to 
purchase the deceased’s interest, provided the terms square with his 
fiduciary obligations. The leading case expounding this rule is Cotton v. 
Stevens, 79 N. H. 224, 107 Atl. 602 (1919), in which the surviving 
partner was successfully sued by his brother’s widow and his purchase 
of his deceased brother’s interest declared void because based upon in¬ 
adequate inventory values. The opinion stated: 

In some cases it has been held that a trustee could not purchase 
the trust property, but in Perry, Trusts, s. 428 it is said: "The 
better opinion, however, is, that a trustee may purchase of the 
cestui que trust, or accept a benefit from him, but the transaction 
must be beyond suspicion; and the burden is on the trustee to 
vindicate the bargain or gift from any shadow of suspicion, and 
to show that it was perfectly fair and reasonable in every respect, 
and the courts will scrutinize the transaction with great severity.” 

. . . The surviving partner cannot place the representative 
of the deceased partner at arm’s length and seek to obtain a profit¬ 
able bargain for himself. Having generally a superior knowledge 
of the assets and their value, it is his bounden duty, in purchasing 
the interest of the deceased partner, to acquaint his representa¬ 
tive with full information as to the assets, and the facts from 
which their value may be estimated or inferred. It is not sufficient 
that he does not withhold or conceal such information, but it is 
incumbent on him to disclose voluntarily all within his posses¬ 
sion or knowledge from which a sound judgment as to the value 
of the interest may be formed. He cannot remain passive, but 
must make a frank and honest disclosure. Tennant v. Dunlop, 

97 Va. 234, 244. 

An excellent summary of the law, in the absence of a special statute, 
is given in the case of Steinmetz v. Steinmetz, 125 Conn. 663, 7 A. 2d 
915, (1935): 

While the principal contention of the plaintiff is that the judg¬ 
ment is not as comprehensive as he claims it should be, error is 
also assigned as to the included provision that the defendant 
must not directly or indirectly bid in the property at less than 
its fair market value, which imports that, with this restriction, 
he, although the surviving partner, might become the purchaser 
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of the partnership property. A surviving partner holds the assets 
as a quasi trustee for the estate of the deceased partner. Casey v. 
Hurley, 112 Conn. 536, 538, 152 Atl. 892. Therefore he cannot 
speculate upon the partnership property for his own advantage 
and in disregard of the interests of or under the deceased part¬ 
ner. It is generally held that if he acts with the high degree of 
good faith which is required by the former partnership relation 
and his fiduciary relationship to the estate of the deceased part¬ 
ner, he may validly purchase the interest of the latter. 2 Rowley 
Op Cit. p. 856; 47 C. J. 1067; Didlake v. Roden Grocery Co., 

160 Ala. 484, 491, 49 So. 384, 22 L. R. A. (NS) 907, 177 N. E. 

629, 80 A. L. R. 1028, 1033, and cases in note, p. 1034; Val¬ 
entine v. Wysor, 123 Ind. 47, 55, 23 N. E. 1076. A few pertinent 
cases evince a less favorable attitude toward purchase of the part¬ 
nership property by the surviving partner at a sale by him or in 
his behalf. Some hold definitely that a surviving partner cannot 
validly buy the property of the firm at his own sale, either di¬ 
rectly or indirectly, whether the attempt be made by means of 
public auction or private sale, and regardless of adequacy of the 
purchase price, his duty as seller and his interest as purchaser 
being held to be in irreconcilable conflict. Valentine v. Wysor, 
supra, 55; Mosher v. Lee, 32 Ariz. 560, 570, 261 Pac. 35- 
Joseph v. Herzig, 198 N. Y. 456, 462, 92 N. E. 103; Kimball v. 
Uncoln, 99 HI. 578 , 585; Parsons, Partnership (3rd Ed.) p. 442; 

47 C. J. 1068. The most liberal view entertained is that if the 
surviving partner attempts to take over the partnership business 
by selling the partnership property to himself or to someone act¬ 
ing for him the transaction is voidable by or at the instance of 
the representative of the deceased partner. Didlake v. Roden 
Grocery Co., supra, 490; Rowell v. Rowell, 122 Wis. 1, 11 , 99 

ri. T-' f! : w Crane ’ P^ership, p. 379; see also Dewey v. 
Chapm, 156 Mass. 35, 37, 30 N. E. 223. Therefore the inclusion 
the judgment of the provision which impliedly authorizes the 
efendant to purchase absolutely, although at not less than the 
fair market value of the property, is unwarranted in law. 
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5uch interest for himself so onerous that most survivors left without 
advance authority to buy might better suffer the losses entailed in 
liquidation of the firm than assume the risks. 

The State of Washington, cognizant of the harsh common-law mles, 
has enacted a statute under which the surviving partner or partners, upon 
petition to the court, may be granted a preferred right to purchase the 
deceased partner’s interest at the price, and upon the terms and condi¬ 
tions fixed by the court. The working of this statute may be illustrated 
by reviewing In re Giant’s Estate, 50 Wash.2d 309, 356 P.2d 707 
(I960). 

In re Giant’s Estate. Samuel Giant, at the time of his death, owned a 
22.54% interest in a partnership engaged in the waste materials business 
for over 38 years. He bequeathed to his widow a 7.51% interest, and the 
surviving partners petitioned the court under the statute to fix the price 
and determine the terms and conditions of sale of her interest to them. 
The court, with the assistance of appraisers furnished by the parties, 
fixed the price at $39,130. The widow elected to receive interest rather 
than profits thereon to date of judgment, bringing the total of $40,369. 
The terms were $10,369 down and $10,000 in three annual instalments 
with 5% interest. The estate was released from liability on a large part¬ 
nership indebtedness to its bank. The widow, however, appealed the 
judgment. Her contentions of special interest here were that the price 
should have included a value for good will, and that the cost of appraisers 
furnished by her should be paid by the surviving partners. Her expert 
witness had computed a good-will value of $55,185, and her share as 
$4,144. The Washington Supreme Court agreed with her on these items, 
and directed the judgment to be increased by $4,805 to cover the item 
of good will and the amount she had paid to appraisers. In deciding that 
good will existed, the court pointed out that the partnership had operated 
at the same location for over 38 years, that it had retained the same key 
personnel of exceptional ability from the start, and that it was able to 
borrow more than $250,000 from its bank on an unsecured loan. It 
charged the appraisal costs to the surviving partners because they were 
benefited by the exercise of their preference right to purchase. 

Although the widow was unsuccessful in contending that the lower 
court had erred in certain other respects in fixing the price of her * nte | 
est, it appears that she, as well as the surviving partners, were we 
protected in the application of the special statute. It seems a desirable 
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statute to have at hand where the partners themselves have neglected to 
set up a continuation plan. 

The foregoing analysis includes the various plans that have been 
improvised by the surviving partners and the heirs and legal representa¬ 
tives for the purpose of continuing the business and of thereby avoiding 
the liquidation losses on the death of a partner. The inevitable conclu¬ 
sion is that, absent a special statute such as Washington has, any scheme 
formulated after a death occurs eventually creates losses even more 
disastrous than would have resulted from immediate liquidation. Such 
alternatives are conceived too late. 



CHAPTER 7 


Alternatives to Liquidation Set 
Up Prior to a Partner's Death 


A PLAN SET UP BEFORE A DEATH OCCURS 

IS NECESSARY 

Examination of the pernicious results that often 
ensue from arrangements originated and entered into after the death of 
a partner for the purpose of by-passing the destructive effects of liquida¬ 
tion has demonstrated the necessity of establishing a plan before a death 
occurs. Various devices have been contrived during the lifetime of the 
partners; some by one partner acting alone, others by the partners acting 
in concert. An investigation of these devices and of the attendant results 
accomplished should lead us to the plan that will solve the problems 
brought about by the death of a partner. 

PLANS MADE BY ONE PARTNER ACTING ALONE 

Provision in icill for continuance of the business. Sometimes a 
partner acts alone through provisions inserted in his will in an attempt 
to forestall liquidation. For example, he may provide in his will tfiat the 
business be continued after his death, with his share of the capital le t 
in the enterprise as an investment. At first glance this plan may seem 
advisable, especially if the profits of the enterprise have been large, but 
actually such a provision damages rather than improves the lot o 
heirs. A primary objection is that in legal effect he merely gi yes ^ 
surviving partner an option to continue or to liquidate, no matter ow 
mandator)' the terms of the will may be. Slater v. Slater, 208 App. ,y - 
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567, aff’d 240 N. Y. 557, is ample authority for this conclusion. In that 
case, clause "FIFTH” of the will read: "It is my will and desire but I 
do not so direct that the business now carried on by my brother James 
and myself as co-partners be continued for the benefit of my Estate so 
long as it may be practicable and profitable so to do.” The opinion, 
referring to this clause, stated: "The aforesaid paragraph is the only 
reference in the will to the testator's business, and even had the testator 


directed his personal representatives to continue the partnership business, 
they could neither have been compelled to do so by the surviving partner 
nor could such personal representatives have compelled the surviving 
partner to admit them as partners.” If the survivor elects to liquidate, 
the provision will be a nullity; the liquidation losses will not be avoided! 
Ordinarily, the survivor will choose to liquidate, for he will not welcome 
the prospect of doing all of the work for only a fraction of the profits. 
On the other hand, if he elects to continue, the testamentary provisions 
of the deceased partner will take from his heirs the protecting remedies 
that they would otherwise have. For instance, we saw in the Ducker case 
that where the business was continued without authority, and finally, after 
several years of attractive profits, became insolvent, the heirs ’were 
entitled to keep the profits and were awarded the value of the deceased 
partner’s interest. Had there been no profits, or had there been nothing 
ut losses, the heirs would have been entitled to the value of the dece¬ 
dent s interest, plus interest on it, for the period during which the busi¬ 
ness was continued. However, if the continuance of the business had 
been authorized by the will of Sol Ducker, the heirs would have received 

eir s are of the profits, but would have lost $33,000, the value of 
meir portion of the partnership interest. 

t Je'° f wm plans that auth ° rize 1116 survivin e partner to con- 

cl Pn l C ° f SUpP ° rting two is further 

242 N W am Ho™ Com P an y v - Neumeister, 258 Mich. 662, 
h ’ * 802 ( 1932 )* There the deceased partner, Neumeister had 

Stth H™ a “ hiS intereSt “ the P“p of Neumeister 
w^o con H H ° f hCr Ufe ’ “ d at her death ’ t0 Schulte. Schulte 
and rr^r age V he P artnershi P ***** * a reasonable salary 

death th£ *“ ““"ofei£ 

Company, a creator of tte 8 H—' 'T The Western Shoe 

7 r 0f ““ “rthrtrting busmess, sued the widow on the 
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ground that she had been made a partner. Michigan’s highest court held 
that she was not a partner, and therefore, was not personally liable for 
the debt. The opinion stated in part: 

It was the evident intention of the testator to secure for his 
wife an income from the partnership business, and to accomplish 
that purpose he gave possession and control of his interest to Mr. 
Schultz to be kept and used in the business subject only to cer¬ 
tain profits and monthly payment to Mrs. Neumeister. But if he 
had intended to create a partnership relation between them, it 
could not be accomplished without their consent and there is no 
evidence that either of them ever consented. 


Thus, to his widow, the result of this seemingly salutary scheme in the 
deceased partner’s will, eight years after his death, was the total loss of 
the value of his partnership interest, accompanied by the legal attempt 
by the creditors of the continuing business to reach her other property. 
To the surviving partner, the result of the double burden of work for 
one-half the profits was bankruptcy. 

The net effect of a provision in the will directing the survivor to con¬ 
tinue the business is to furnish a dangerous option to the survivor at the 
expense of the heirs of the will maker. The heirs either receive the 
liquidated value of the partnership interest or have their funds placed 
in a highly speculative investment, at the choice of the survivor. The 
surviving partner has the option of sharing in the liquidation losses or 
of trying to support two families. Surely, this is not the solution for 
which we are looking. 

Directive in will to form new partnership with executor or heirs. 

Sometimes a partner directs in his will that his executor or one or more 
of his heirs be taken into partnership with the survivor, and that die 
business be continued by the new firm. Here again, we have a provision 
that may be a nullity, for no one can choose a future partner for another. 
The survivor may, therefore, disregard the provision and proceed to 
liquidate, since if he follows the direction of the will, he will be 
embarking on a new partnership venture with an untried associate. 
If the potential associate is the executor, he cannot be expected to 
embark on a partnership adventure as a fiduciary for the deceased part 
ner’s family unless he can arrange for limited liability. Some cou ^ 
under statutory provisions may prescribe limited liability, but in su 
event the survivor is almost sure to choose liquidation of the business. 
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The prospects are no better if the potential associate is an heir of the 
deceased partner. We have discussed the disadvantages of such an ar¬ 
rangement in a previous chapter (p. 154). It is rarely attempted, and sel¬ 
dom successful, because of the unequal sharing of burdens and the 
conflict of objectives between the survivors and the heirs. Whatever the 
choice of the surviving partner, then, such a provision in the will of the 
deceased partner will probably fail to produce a desirable solution. 

Provision in will for sale to survivor. A partner sometimes pro¬ 
vides in his will that his partnership interest may be purchased by the 
survivor. This provision enables the surviving partner to buy in those 
states where he could not otherwise do so because of the rule prevent¬ 
ing a trustee from purchasing property entrusted to him. In those states 
that allow a surviving partner to buy the deceased’s interest, this provi¬ 
sion in a will adds nothing unless it gives further powers. Unless the 
will stipulates a definite sale price or a specific valuation formula, the 
transaction is looked upon with suspicion by the courts, and the survivor, 
as a fiduciary, has the burden of proving that his dealings have been 
above suspicion. If the will does provide for the sale price, a definite 
step forward has been made, for then the shackles of the fiduciary rela¬ 
tion have been removed from the survivor so long as he proceeds to 

make the purchase in exact compliance with the offer contained in the 
will. 


In spite of this distinct accomplishment, however, other drawbacks 
condemn the plan. The survivor cannot rely on it because the provision 
m the will may be changed at any time prior to death, or the will may 
e e invalid for other reasons. Furthermore, even though the will 
remams unaltered and outlives probate, the survivor still has the prob- 
lem of raising the necessary purchase price. The will maker cannot rely 
on it because the survivor is not bound in any way to make the purchase 
and may exercise his right to liquidate the business. P 

bevondVlT 6 ShaI1 "ft t0 CXtend ° ur search for a satisfactory solution 
irtn of ^ lateral contrivances set up by one partner 

the realm of bilateral arrangements made by all of the partners. ’ 


plans made by the partners acting 

TOGETHER 
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by the death of a partner must be found among contractual plans entered 
into prior to death by all of the partners. 

Agreement for continuance of the business. Several varieties of 
such plans have been tried out. One of the simplest was that contained 
in the partnership articles involved in the case of Stewart v. Robinson, 
115 N. Y. 328, 22 N. E. 160, and in its companion cases of Delamater 
v. Hepworth, 115 N. Y. 664, and Butcher v. Hepworth, 115 N. Y. 328; 
and further involved in the cases of Colwell v. Garfield National Bank, 
119 N. Y. 411, and Bell v. Hepworth, 134 N. Y. 442. The partners, 
Colwell and Hepworth, provided in their partnership agreement as 
follows: 

In the event of the death of either, the business shall be con¬ 
tinued by the survivor until the expiration of five years from the 
first day of February next succeeding such death; the estate of 
the deceased partner to have the same share and interest in the 
profits, and to bear the same share of losses of the business, as 
would have been received and borne by the deceased partner 
had he lived; provided, however, that if the survivor shall think 
it necessary to employ an additional clerk in consequence of the 
death of the deceased partner, in such case the expense shall be 
charged to and shall be borne by the share in the profits of the 
deceased partner. 

Partner Colwell subsequently died, leaving the value of his partnership 
interest, $50,000, in the business. Surviving partner Hepworth con¬ 
tinued to run the business for a period of approximately five years as 
provided in the agreement, during which time $35,000 of additional 
funds were loaned by the executors and trustees of Colwell to the busi 
ness. At the end of this time, Hepworth was insolvent to the extent of 
about $500,000, and he then made an assignment for the benefit o 
creditors. 

In the Stewart v. Robinson case, certain unsatisfied creditors of the 
continued business, learning that Colwell’s estate had funds, sue 
executors and trustees on the ground that the agreement, by provi ing 
that the estate would share in the profits and losses, had ma e e 
deceased’s estate liable for the debts of the continuing business, 
opinion pointed out, however, that neither the personal representatives 
nor the heirs had taken any part in the business with the survivor, a 
they had not been designated as partners, that an estate as su co 
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not be a partner, and that in fact no new partnership had been formed. 
The court then applied the rule that only the clearest and most un¬ 
ambiguous language to that effect would have made the estate liable 
beyond the funds remaining in the business; and held that since such 
positive language could not be found in the agreement, the estate of 
the deceased partner was not liable beyond the funds left in the business. 

In the Delamater v. Hepworth case, other creditors sued the surviving 
partner and the executors of the deceased partner, and, after declaring 
that no partnership existed between Hepworth and the executors, tried 
to reach the funds in the deceased’s estate on the same ground that had 
been urged by the creditors in Stewart v. Robinson: that the agreement, 
by its wording, had made the estate liable for the debts of the business! 
The court decided against the creditors, without opinion, basing its deci¬ 
sion on that of Stewart t>. Robinson. 


In the Butcher v. Hepworth case, the plaintiffs, who had been ap¬ 
pointed receivers of the business, sued the surviving partner and the 
executors of the deceased partner to reach the general assets of the estate 
on the specific ground that the business had been conducted by Hepworth 
and the executors as a new partnership. Here again it was held that no 
such partnership existed; that the agreement did not continue the old 
partnership nor call for a new one to be formed; that the executors had 
not acted as partners; and that the agreement did not involve the gen¬ 
eral assets of the deceased partner or the personal assets of the executors 
but only the funds left in the business. 


But the troubles caused by this continuation agreement have not yet 

Cen a 1 . ex P orec *' In tlie Stewart v. Robinson case the creditors had 
succeeded m having a receiver appointed for the estate of the deceased 

r ndmg th0 0UtCOme 0f the '^ion. A{ ^ the creditors had 

~ ^ eC1S1 ° n m the Iower court . they were somehow successful in 
havmg the receivership continued. When the creditors finally lost the 

* War ‘ "• Robtmon case in New Yorks highest court, the receiver in 

1 debT fu u“ V ' GarfiM Na,ional B “” k the bank to recover 
debt owed by that institution to the estate of the deceased partner Th^ 

court heu^ a receiver pendeme lhe had no au ^ ori ^ o d 

their? ? re ? resented after a lament had been rendered a^ 

party at whose mstance he was appointed. The court held furthiTthaf 
the order continuing the receivership after the lower col hadlnlred 
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judgment was invalid. Thus this case reveals that, to add to their mis¬ 
fortunes, the executors of the deceased partner were ousted from their 
duties for an extended period. 

Following the above cases, the surviving partner and the executors of 
the deceased partner seem to have had a brief interlude of non-litigious 
quietude. It appears that shortly after Colwell died, the surviving part¬ 
ner had borrowed several thousand dollars from a Mr. Bell and, with 
the consent of the deceased partner’s executors, had given Bell a mort¬ 
gage on property of the business as security. In Bell v. Hepworth, the 
mortgagee sued to foreclose his mortgage, joining the deceased’s execu¬ 
tors with Hepworth as defendants. The executors in defense of their 
suit, apparently somewhat "groggy” from the successive legal blows they 
had received, contended vainly that the lien of the estate of the deceased 
partner for the amount he had left in the business was superior to that 
of the mortgage; that the agreement contained in the partnership articles 
was invalid because it was testamentary in nature and was not executed 
with the formalities of a will; and that the agreement to continue the 
business violated the rule of perpetuities in that it suspended the power 
of alienation of property for a period of five years. To all these conten¬ 
tions, the court’s answers were adverse, and the mortgage was duly 
foreclosed. 

Since each of these five cases was litigated in two lower courts before 
reaching New York’s highest tribunal, the surviving partner and the 
executors of the deceased partner were called upon to defend them¬ 
selves legally at least fifteen times as a result of the seemingly innocuous 
paragraph of the partnership agreement requiring continuation of the 
business. In the end, the survivor lost everything. The deceased partner s 
estate lost the $50,000 value of the partnership interest left in the busi¬ 
ness, most if not all of the $35,000 subsequently loaned to the business 
by the executors, and thousands of dollars in the legal expenses of 
defending the balance of the estate from the creditors of the continued 
business. Admitting that this cluster of cases is an extreme example, it 
is obvious, nevertheless, that any arrangement that can lead to such 
litigious and financially disastrous results for the surviving partner and 
estate of the deceased partner must be classed as highly undesirable. 

Although the foregoing cluster of cases brought out many weaknesses 
of a plan whereby a partnership business will be continued by the 
surviving partner without participation by the deceased partner s estate 
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in the management but only in the profits, they did not bring out clearly 
a fundamental weakness that exists in this plan. Being a plan that 
requires the survivor to do all the work, he is entitled to a much greater 
share of the profits than he received before his partner’s death. The 
estate and heirs, on the other hand, will be dissatisfied with any arrange¬ 
ment that cuts deeply into the share of profits the decedent received. 
These conflicting viewpoints are such that this plan must be considered 
a temporary plan of business continuation. This is well illustrated by 
Tucker v. Tucker, 370 Pa. 8, 87 A.2d 181 (1952). 

Tucker v. Tucker . Two brothers, Louis and Joseph Tucker, operated 
an equal partnership engaged in the towing, stevedoring and shipyard 
business until Louis’ death in December 1940. Their partnership agree¬ 
ment contained the following paragraph five: 


In the event of the death of either partner all of the property 
... of the deceased partner which is in the firm shall remain in 
the said business for a further period of two years after the de¬ 
ceased partner s death upon the same terms and conditions and 

same manner as during his lifetime ... but 
without any right on the part of . . . [his] personal representa¬ 
tive to take any part whatever in the conduct, management or di¬ 
rection of the business, the surviving partner having the sole right 
to continue the conduct and management of the same. At the end 
of said period of two years the interest of the deceased partner 
of the firm shall be appraised by a disinterested third person 
agreeable to the surviving partner and to the Trustees of the 
deceased partner ... and the surviving partner shall have the 
right to purchase the interest of the deceased partner in the firm 
at the appraised value. If the surviving partner will not buy, then 
the business of the firm shall be liquidated by the surviving 
partner and the interest of the deceased partner therein shall be 
paid over to his estate, unless by mutual agreement of the surviv¬ 
ing partner and the unanimous consent of all the Trustees of the 
deceased partner, said interest is allowed to remain in the firm 

tor a longer period upon such terms and for such period as thev 
may agree upon. v ^ 


Louis named his wife and his son as trustees of his estate, and author 
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provided that the survivor was to receive 20 per cent of the net profits 
as compensation, with the balance divided equally between the survivor 
and the estate. As December 1946 approached, the attorneys for the 
parties negotiated for another extension agreement, but the trustees were 
unwilling to grant the salary demanded by the survivor. He nevertheless 
continued to operate the business, and exercised his right to purchase 
the estate’s interest in the business as of November 30, 1947. The ac¬ 
countant’s appraisal was not completed until January 1948, and showed 
$38,620 due the estate after allowing the survivor his special compen¬ 
sation of 20 per cent of the profits for the year he had operated beyond 
the extension period. The trustees disputed this allowance, but finally 
accepted the $38,620 without prejudice and sued the survivor to recover 
on his allowance and certain other items. Pennsylvania’s highest court 
affirmed a judgment in favor of the survivor on the ground that he had 
managed the business in good faith during the period of negotiations, 
was entitled to reasonable compensation for his services, and the amount 
the parties had agreed upon for the extension period was reasonable. 

Thus, while this business continuation plan worked reasonably well 
for a period of years, it eventually terminated in a purchase plan because 
the parties, having interests that conflicted, could no longer agree on 
how the profits should be shared. 

Agreement for new partnership between survivor and heirs. A 
binding agreement may be entered into by the partners and their 
prospective heirs, providing that on the death of a partner the survivor 
will form a new partnership to continue the business with specified heirs 
who are parties to the agreement. Even if all the persons concerned are 
signatories to such a contract however, the arrangement has one legal 
weakness that cannot be surmounted: it cannot be specifically enforced 
by court action. True, if the surviving partner refuses to carry on the 
business with the designated heir as a new partner, he is liable to 
damages for breach of contract. And likewise, if the nominated heir 
refuses to perform, his refusal will subject the deceased partner s estate 
to damages for breach of contract. But the fact remains that a court will 
not compel any person to enter or carry on the partnership relation with 
another. The scheme is therefore tinged with uncertainty and still leaves 
the possibility of liquidation with its attendant losses as the final out¬ 
come. 

Willingness to go ahead with the new partnership can by no means 
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be assured. Obviously, unless the prospective heirs who are selected to 
become future partners are active and experienced in the business, the 
plan will have small chance of success. The surviving partner usually 
finds himself left with an inexperienced and uninterested prospective 
partner whose primary objective is to receive current income to replace 
that lost on the death of the original partner. Such an objective con¬ 
flicts ruinously with the surviving partner’s long range objectives for 
the future development and expansion of the business, a fact that may 
well be proved in operating losses if the scheme is carried through. 

Even where the surviving partner and the deceased partner’s heir 
are willing to form a successor partnership, it usually breaks up within 
a few years. This was the history of the successor partnership involved 
in Denawetz v . Milch, 407 Pa. 115, 178 A.2d 701 (1962). There, 
Joseph Milch and John Denawetz were operating a partnership engaged 
in the wholesale distribution of brand-name clothing and general 
merchandise at the time of Denawetz's death in 1954. Their partnership 
agreement granted to his widow the option of either becoming a partner 
with Milch or receiving the value of the decedent’s interest in cash. She 
elected to become Milch’s partner, and the business continued normally 
until 1959 with Milch acting as the managing partner and directing 
operations. Then things ceased to run smoothly. After protracted 
negotiations to decide who would buy out the other’s interest Milch 
agreed to sell for $100,000 all his interest in the firm. The agreement 
d not mention good will or contain a restrictive covenant concerning 
competition. Milch received his price in cash and notes from the firm's 
assets, and delivered to the widow a bill of sale wherein he granted her 
all his interest in the partnership and its assets. 

On the following day, Milch opened up his own storeroom and en- 
^ged m the same business under the name of the Joseph Milch Com¬ 
pany. He was joined by his two sons and a nephew, all of whom had 

W °^ ed f ° r “* P artnershi P without employment contracts. 

brand’th^ ““ ° f " eve“™ P ortant 
rand that had been distributed exclusively by the partnership A1™ k 

direct solicitation he acquired the built ofVcustoCs ^ * 
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his sons and nephews to enjoin their participation. The actions were 
consolidated and dismissed by the lower court. Pennsylvania’s highest 
court affirmed, stating the following rule: 

. . . Unless the partnership articles or the dissolution agreement 
expressly restricts the right of a former member of a dissolved 
partnership from competing against the ex-partners by engaging 
in the same line of business, or by soliciting old customers or 
suppliers, he may engage in these activities. The courts, however, 
will not imply such restrictions into agreements. 

Of course it is easy to say that the widow should have obtained a 
restrictive covenant—but we have already emphasized that a surviving 
partner seldom will agree to one. Certainly this surviving partner would 
not have done so. His refusal, if he had been asked, would have altered 
the chain of events, but would not have solved the situation brought 
about by granting the deceased partner’s widow an option to become a 
partner. In the first instance, the original partners should have chosen 
a better continuation plan. 

The plan of taking in an heir as successor partner is feasible only in 
the exceptional case in which the heir is already a capable employee of 
the original partnership and an individual whom the survivor would 
like to take in as a future partner. For example, the partners might have 
talented sons employed by the firm. If an agreement to continue the 
business with a son who has attained his majority meets with the favor 
of all concerned, it should prove satisfactory. Certain precautions, how¬ 
ever, must be carefully observed. If a partner’s interest constitutes the 
bulk of his property, his wife should waive any rights that she might 
otherwise have in the partnership interest. In replacement, such a part¬ 
ner should own sufficient personal life insurance payable to his wife to 
guarantee her proper maintenance, support and well-being. An alternate 
plan calls for the purchase by the son of all or part of the father’s part¬ 
nership interest at his death. The purchase should be financed by in¬ 
surance owned by the son on the father’s life, the insurance proceeds to 
be paid over by the son to the father’s estate for distribution to the other 
members of the family under the terms of the father’s will. 

It is readily apparent that the existence of the precise circumstances 
required for the success of a new partnership between the survivor and 
the heirs is so infrequent that the plan can rarely be set up. Thus it 
affords a desirable solution only in a few isolated instances. 
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Agreement for decedent's personal representative to become a 
partner. This plan is little improved over a provision in a deceased 
partner’s will directing his personal representative to become a partner 
with the survivor. The will plan has the fundamental weakness that it 
is binding on no one; whereas, an agreement will bind the signatories 
to perform or pay damages. Thus, an agreement for a deceased partner’s 
personal representative to become a partner should not only be signed 
by the partners themselves, but also by their prospective personal repre¬ 
sentatives if any reliance is to be placed on it. Even then, there is no 
certainty that the successor partnership will come into being; the sur¬ 
viving partner or the personal representative may prefer to incur lia¬ 
bility for breach of his contract to become a member of a new firm. It 
would be a rare type of personal representative who would agree to 
become a successor partner unless his liability, and that of the estate, is 
limited. Therefore, agreements designed to bring in a deceased part¬ 
ner s personal representative usually provide for a limited partnership 
to be formed, with the personal representative to become the limited 
partner. Such an agreement may still have its difficulties, however, as 
illustrated by Segall v. Altman, 65 N.Y.S. 2 d 601 (1946). 

5egal1 V ' AUman • Martin Saxe and defendant Altman were equal 
partners m a business dealing in spices. Their articles of partnership 
provided that the following events would take place upon the death of 

B ° 0k VaIUC W ° Uld bC determined *5 of the last day of the 

thl l ! ° WI ?f thC survivin S P artner and the legal representatives of 
he estate would enter into a limited partnership with the legal repre- 

6 ™^ T “ FrtnerS and contributin g ‘he estate's share of the 
firm s assets; the limited partnership would continue for one year, then 

from year to year provided there were net profits, but in any ev^t to 
ereTloO 0 " the , Senet f P artnet ' s death ; the general partner would re- 

ter which the remaining profits would be divided equally the limited 
Tde? T haVC n ° r !^t to assign their interests Lch P Zer 

wern aS May 9 ’ 1945 ' his ™<low and daughter 

the partne sl b h ‘ S ^ Altm “ continued to operate 

„ P artners hip busmess in the same manner as before and filed .IT 
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third partner, and the daughter as a one-sixth partner. It reported net 
profits of $22,116 after his $3,500 salary. He drew $14,458 from the 
business, but paid only $100 to the deceased partner’s estate and refused 
to execute a limited partnership agreement or account to the estate. 

The widow first brought a proceeding in the Surrogate’s Court to 
compel the survivor to pay over the estate’s $11,058 share of the profits 
for 1945, but that court held that it had no jurisdiction. (In re Saxe’s 
Will, 64 N.Y.S. 2d 123 (1946).) She then brought this action in the 
proper court. The court, in order to protect the decedent’s estate until 
the issues could be decided, ordered Altman to execute a surety bond 
for $35,000 to the effect that he would obey all orders of the court in 
the action, and further ordered that all present and incoming funds of 
the partnership be placed in bank accounts subject to the joint control 
of the widow and Altman. If these conditions were not complied with 
in five days, the widow could have a receiver appointed to take over the 
partnership affairs. 

The public records do not reveal the subsequent events, but it may be 
assumed that if the carefully planned limited partnership ever ma¬ 
terialized it did not endure long. Even if it had started off well, even¬ 
tually dissatisfaction would arise because it is fundamentally an arrange¬ 
ment whereby the surviving partner is expected to carry the entire 
burden of running the business while sharing the profits with inactive 
partners. 

Agreement giving survivor option to buy deceased’s interest. 
It is not unusual to find partnership articles which contain a provision 
allowing the surviving partner an option to buy the deceased partner’s 
interest. That such a plan has an inherent and incurable weakness, 
which makes it undesirable, is revealed by cases that have dealt with 
such plans. 

A familiar case is that of Denholm v. McKay, 148 Mass. 434, 19 
S. E. 551 (1889), which involved what probably was the largest de¬ 
partment store in Worcester, Massachusetts. William A. Denholm and 
William C. McKay operated the store as a partnership, the articles pro¬ 
viding in part as follows: 

And it is further agreed, that, if either partner shall die during 
the continuance of this agreement, the other party shall carry 
on the business in the same manner until next stock-taking, and 
the survivor shall then have the option of taking the assets him- 



ALTERNATIVES TO LIQUIDATION 


177 


self, at such price and terms as may be agreed upon by the legal 
representatives of the deceased and himself, or put the business 
into liquidation for the benefit of both parties, such liquidation to 
be as speedy as possible; or if agreed upon by the survivor and 
the representatives of the deceased, the business may be carried on 
until the expiration of this agreement; provided always that the 
party so carrying on the business shall at all times disclose his 
acts, the affairs of the firm, the books, and the account of stock, 
to the representatives of the party so deceased. 


McKay subsequently died, leaving a widow and minor children as 
his heirs. He had named Denholm, together with two other individuals, 
as his executors. Denholm immediately had a careful inventory taken 
by the personnel of the store. This inventory showed McKay’s portion 
to be worth about $82,000, and Denholm then purchased the deceased’s 
interest from the other executors for that sum, the widow being cog¬ 
nizant of all the details. The facts show that the executors, in making 
the sale, were not guilty of any actual fraud, that their intent was to act 
fairly, and that they thought the price was a reasonable one. However, 
when the executors filed their accounting for the deceased’s estate three 
years later, the widow challenged the sale and claimed that they should 
account for the profits made since McKay’s death. 

The court held that the agreement was voidable as to price because 
of the fact that the surviving partner had acted as one of the executors, 
and sent the case to a master to ascertain and report the full value of the 
eceased s interest. But because the price paid was not much less than 
he probable true value, and because it would be practically impossible 
o segregate the profits that had been derived from the deceased’s in- 
erest since his death, the surviving partner was held accountable for 
the true value, plus the interest on it, from the date of McKay’s death 

In^fiTT r , d the Several Serious weakn &sses involved in the plan. 
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fortunately obtained the full value. In the second place, the failure to 
stipulate a definite price or valuation formula in the agreement left 
the survivor in a fiduciary position so that his every act would be viewed 
with suspicion by the courts. In the third place, by designating the sur¬ 
vivor as one of his executors, the deceased disabled the survivor from 
entering into a binding transaction as to price. 

The last two weaknesses could have been eliminated by proper care; 
the first weakness is inherent in the option plan itself. The uncertainty 
of knowing whether or not liquidation losses will have to be suffered 
by the estate left for the support of the family of a deceased partner 
makes the option plan undesirable in the vast majority of cases. 

AGREEMENT FOR SURVIVOR TO PURCHASE 
DECEASED PARTNER’S INTEREST 

With one outstanding exception, we have now analyzed every scheme, 
plan, or contrivance that has been used to circumvent liquidation of 
the affairs of a partnership on the death of a partner. Most of these 
schemes have culminated in more destructive consequences than 
would have been the case had liquidation taken place. Each has 
proved faulty in some vital function. One major plan remains to be 
analyzed: that calling for a binding contract among the partners whereby 
the surviving partner or partners agree to purchase the partnership in¬ 
terest of a deceased partner at a price stipulated in the agreement or to 
be ascertained by the application at time of death of a definite valuation 
formula contained in it. 

A simple agreement of this nature was the bone of contention in 
Murphy v. Murphy, 217 Mass. 233, 104 N. E. 466 (1914). There the 
partners had agreed that in the event of the death of one, the survivor 
would pay his widow or legal representative $3,000, and that thereupon 
the survivor would become the sole owner of the partnership business. 
The firm, consisting of two brothers, Bartholomew and Patrick Murphy, 
conducted a liquor business. Upon Patrick’s death, Bartholomew ten¬ 
dered the widow and administratrix $3,000 in accordance with the terms 
of the agreement, but she refused to go through with the transaction. 
Bartholomew then brought this suit, asking that the widow be com¬ 
pelled to carry out the contract. Massachusetts’ highest court held that 
the agreement was binding and must be specifically performed. The 
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widow as administratrix was required to accept the purchase price of 
$3,000 that had been stipulated by the partners in the contract and to 
release the interest of the deceased partner in the partnership to the 
surviving partner. As this is a leading case, we shall quote freely from 
the opinion. 


Partnership agreements which provide for the conduct of the 
business after the death of one or more of the partners, and for 
the disposition of the interest of partners in the partnership in 
such event, are frequent. See Williams v. Brookline, 194 Mass. 
45, 79 N. H. 996. When fairly made, without any illegal purpose 
and without intent to evade the statute of wills, they are not open 
to objection. . . . There are sound reasons why a fair agree¬ 
ment entered into by partners, as to the disposition of partner¬ 
ship property in the event of the death of one or more of the 
partners, should be sustained. The terms of such an agreement 
made by those most familiar with the real character and value 
of the property are quite as likely to be just as an arrangement 
made after the decease. ... The contract at bar was executed 
upon a valid consideration, and having been found expressly not 

to have been intended as a testamentary disposition, must be 
upheld. 


* . . The plaintiff as the surviving partner, in the absence of 
any term in the articles of co-partnership covering the matter 
would take as owner the legal title to firm property. Holbrook 
v Lackey, 13 Mete. 132, 46 Am. Dec. 726; Hewett v. Hayes, 204 
Mass; 586, 592, 90 N. E. 985, 27 L. R. A. (N S) 154. He 
would take it, however, subject to the duty to pay the firm debts, 
settle the partnership accounts, and account to the personal repre¬ 
sentatives of the deceased partner. In a certain sense he would 
hold it as trustee, partly for the benefit of the estate of the de- 

shrniM Tb f K J s nC \ reaSOn in ec l uit y wh 7 the defendant 

should not be required to release this beneficial obligation which, 
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binding agreement to buy and sell that, being upheld by the court, 
eliminated all possibility of liquidation losses. In the Denholm case the 
purchase price upon exercise of the option was left open, to be agreed 
upon between the survivor and the executors of the deceased partner. 
Then, to make matters worse, the survivor was named as one of the 
executors, thereby disabling him from entering into a binding agree¬ 
ment as to price and leaving him in a fiduciary position with respect to 
the whole transaction. In the Murphy case the price was exactly agreed 
upon in advance, with the result that the survivor never acquired the 
status of trustee with its attendant burdensome obligations and strict 
accountability. Furthermore, as the buyer of unique property (the part¬ 
nership interest of the deceased partner), he was entitled to specific per¬ 
formance of the transaction, rather than to damages, on the refusal of 
the estate to carry out its part of the contract. The outcome was that the 
surviving partner owned the entire partnership business and was free 
to go ahead with whatever future plans he may have had. The estate re¬ 
ceived in payment for the sale of the deceased partner’s interest exactly 
the amount agreed upon by the partners as the proper price. 

BUY-SELL AGREEMENTS BETWEEN PARTNERS 

GENERALLY UPHELD 

The decision in the Murphy case, upholding the agreement between 
the partners providing for the purchase of the partnership interest from 
the deceased partner by the survivor upon the death of the first to die, 
probably represents the law in every state. Reference to some of the 
cases in other jurisdictions will bear this out. 

One of the leading cases in the Commonwealth of Pennsylvania is that 
of Kaufmann v. Kaufmann, 222 Pa. 58, 70 Atl. 956 (1908), which in¬ 
volved the large firm of Kaufmann Brothers. The four partners had 
agreed that on the death of one, the surviving partners would purchase 
the partnership interest of the deceased partner at a price arrived at by 
the application of a specified formula that included a valuation of the 
good will. On the death of one of the partners, Jacob K. Kaufmann, 
his partnership interest, by the applying of the valuation formula agreed 
upon, was valued at $288,750, including $38,750 for his share of the 
good will. His legal representatives tried to enjoin the carrying out of 
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the buy-sell agreement on the ground that at the time of Jacob's death 
his share of the good will was actualy worth $1,750,000. The evidence 
showed that although the agreement had been amended from time to 
time during the eleven years it had been in force, the valuation clause 
had not been changed. The court upheld the agreement of the partners, 
saying in part: 

Though the most elaborate proof has been submitted by the 
learned counsel for appellants, the case, after all, is within a nar¬ 
row compass and absolutely free from doubt and difficulty. The 
agreements, which are self-interpreting, were made by persons 
//// juris. The one as to the purchase of a deceased partner’s in¬ 
terest is not an unusual one, and was fair alike to each of the 
four partners. If the representatives of Jacob are now disappointed 
that they cannot get more than the survivors offer them, the law 
cannot help them, for it was so written by him in his agreement 
with them. 


The court, in Casey v. Hurley, 112 Conn. 53 6, 152 Atl. 892 (1931), 
had this to say about the agreement of the partners involved there: 

While more precise and definite language might have been 
used to express the intent of the parties, that intent, it seems to us, 
is unmistakable, and we are unable to perceive any ground upon 
which it could be held that the contract is not a valid and enforce¬ 
able one. The agreement between partners that, upon the death 
of one, the survivors should be entitled to take the interest of the 
other in the partnership assets at a price named in the agreement, 
or to be determined thereafter by some method specified therein 
rests upon the consideration of the mutual promises of the part- 
ners, is enforceable, and relieves the surviving partner of the 
obligation to account Murphy v. Murphy, 217 Mass. 233, 104 
N. b. 466; Kaufmann v. Kaufmann, 222 Pa. 58, 70 Atl. 956* 

Warrm v. Warrin, 169 App. Div. 97, 154 N Y S 458* In re 
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SURVIVORSHIP TYPE OF AGREEMENT 
HAS BEEN UPHELD BY MANY STATES 

The survivorship type of agreement, providing that the interest of 
the deceased partner, immediately upon his death, or upon payment 
therefor, shall vest in and become the property of the surviving part¬ 
ners must be distinguished from the standard type of agreement calling 
for the purchase and sale of a partner’s interest upon his death. The sur¬ 
vivorship agreement has been upheld in such cases as McKinnon v. 
McKinnon, Coe v. Winchester, and others. It has been declared a valid 
contract in the majority of states, but in a few jurisdictions there may 
still be some doubt as to its validity. For a period of years, Rhode 
Island was in that category. The Supreme Court of Rhode Island, in 
Ferrara v. Rjcsso, 40 R. I. 533, 102 Atl. 86 (1917), held ineffective 
an agreement which provided that in the event of the death of Carmine 
Ferrara his interest in a certain printing establishment operated by him 
jointly with Russo would become Russo’s property in consideration for 
a payment of $275 to Ferrara’s heirs. The opinion stated in part: 

The agreement only provides and directs what was to be done 
after the death of Carmine. An agreement or instrument of this 
kind is held to be testamentary in character. The essence of such 
definition is that it is a disposition to take effect after death. And 
the form is not material, if its substance is testamentary. 

The Ferrara case was severely criticized and undoubtedly led to the 
enactment in 1932 of new legislation (now Section 7-12-1, Chapter 12, 
General Laws of Rhode Island, 1956), which provides that a written 
partnership agreement, disposing of the assets, firm name, or partner¬ 
ship life insurance policies or proceeds upon the death of a partner, 
shall not be deemed testamentary in character or for that reason invalid 

or unenforceable. 

The opinion in McKinnon v. McKinnon, 56 Fed. 409, a Missouri 
case, stated: 

There are many cases to be found in the books, some of which 
have been called to our attention and are evidently relied upon 
in the present case, where an instrument which was intende y 
the grantor to be a conveyance was held not to be operative as 
such, because it did not pass any present interest, and to be voi 
as a will, because not executed in conformity with the statute o 
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wills, Hester’s Executors v. Young, 2 Ga. 31; Turner v. Scott, 

51 Pa. St. 126; Roth v. Michalis, 125 III. 325; University v. Bar¬ 
rett, 22 la. 73- The distinction between a deed and a will is ele¬ 
mentary, and is well understood. The former must pass a present 
interest, although the right to possession and enjoyment may not 
accrue until some future time; whereas an instrument which does 
not pass any interest until after the death of the maker is essen¬ 
tially a will, and must be executed with all due formalities. But 
we fail to see that these authorities, or the principles which 
they enunciate, have any proper application to the case at bar. 

The partnership articles involved in the present controversy were 
neither intended as a deed or a will. They constitute an executory 
agreement, which determines the rights of the parties inter se, 
and provides what disposition shall be made of the partnership 
property on the happening of a certain event. In the state of Mis¬ 
souri, where these articles were signed, and where both partners 
at the time resided and carried on business, it is as well settled, 
as it is in any state of this Union, that an agreement by a person, 
upon a valuable consideration, to give another the whole or a 
part of his property at the promissor’s death, will be specifically 
enforced in equity, both as to real and personal property, if the 
consideration is duly rendered by the promisee . . . 

InNormand v. Normand, 90 N. H. 548, II Atl. 2d 816 (1940), the 

opinion stated: 


It is not uncommon, however, for articles of partnership to 
provide the method by which the partnership affairs shall be 
settled, and when such provisions exist they must prevail. Parsons 
Partnership, 4th Ed. s 344. Partners "may agree that upon the 
death of any of their number, the survivors shall become the ab¬ 
solute owners of the firm assets, with a personal liability to pay 
the deceased partner's representatives for his interest.” Burdick 
Partnership, 3rd Ed. 148. In such a situation the right of the 
representative is to have the value of the deceased partner’s in- 
terest ascertained in the method prescribed by the agreement, and 
paid by the survivors in the stipulated manner. Id 149. 


A 1949 case upholding a survivorship type of agreement is Michaels 
v. Donato 4 N. J. 570. 67 A. 2d 911. The agreement provided that 
upon the death of a partner the surviving partner should pay the legal 

TOnlllT f the . deCeaSed P artner "that said sum shall 

hat Til deceased partner s entire interest in the partnership and 

that upon such payment the surviving partner shall become the sole 

owner of the partnership business.” As in the McKtnnoTZ. Lt 
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cision turned on the distinction between a contract and a will. On this 
vital point, the opinion stated in part: 

A contract creates a present, enforceable and binding right over 
which the promisor has no control without the consent of the 
promisee, while a testamentary disposition operates prospectively. 

57 Am. Jur., Wills, Sec. 40, Page 67 . An instrument which does 
not pass any interest until after the death of the maker is essen¬ 
tially a will. But not every instrument which provides for per¬ 
formance at or after death is testamentary in character. If the in¬ 
strument creates a right in the promisee before the death of the 
testator, it is a contract. "A will is dispositive; a contract is 
promissory. A will is gratuitous; while a contract * * * requires 
consideration.” 1 Page, Wills, Lifetime Ed., Sec. 83, Page 179. 

Turning to the agreement before the court, the opinion quoted 73 
A.L.R. 980 to the effect that "a provision in a partnership agreement 
that on the death of one of the partners his interest in the partnership 
shall become the property of the other partners is not invalid as testa¬ 
mentary in nature, and therefore inoperative because of failure to con¬ 
form to the requirements of the Statute of Wills.” The quoted state¬ 
ment was then backed by the following imposing array of cases and 
authorities: McKinnon v. McKinnon, 56 Fed. 409; In re Howe’s Estate, 
31 Cal. 2d 395; Faggelle v. Marenna, 131 Conn. 277; Casey v. Hurley, 
112 Conn. 536; More v. Carnes, 309 Ky. 41; Murphy v. Murphy, 217 
Mass. 233; Hale v. Wilmarth, 274 Mass. 186; Kavanaugh v. Johnson, 
290 Mass. 587; Ottaviano v. Lorenzo, 169 Md. 51; Ireland v. Lester, 
298 Mich. 154; In re Mildrum’s Estate, 108 Misc. 114 (N.Y.); In re 
Eddy’s Estate, 175 Misc. 1011, aff’d 262 App. Div. 1015, aff’d 290 
N.Y. 677; In re Karlinski’s Estate, 38 N.Y.S. 2d 297; In re Eisenlohr’s 
Estate, 258 Pa. 438; 1 A.L.R. 2d 1265; 50 Yale Law Review (1940), 
Page 202; Rowley, Partnerships (1916), Sec. 638; Story, Law of Part¬ 
nerships, 7th Ed., Sec. 199. 

A 1953 case, upholding a survivorship type of partnership agree¬ 
ment, is Silverthorne v. Mayo, 238 N.C. 274, 77 S.E. 2d 678. The 
opinion stated in part: 

Agreements between partners providing that in the event of the 
death of one of the partners during the existence of the part¬ 
nership, the surviving partner or partners shall pay a certain 
amount to the legal representatives of the deceased partner, or to 
specified persons, and upon the payment thereof the surviving 
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partner or partners shall become the sole owner or owners of the 
partnership business, are frequent, and when fairly made, for a 
valuable consideration and without any illegal purpose, such 
agreements are not open to objection and will be upheld. 40 Am. 
Jur., Partnership, Sec. 311, page 347; Page on Wills, Volume 1, 
Sec. 84, page 180, et seq; McKinnon v. McKinnon, 8 Cir., 56 
F. 409; Murphy v. Murphy, 217 Mass. 233, 104 N. E. 466; 
Ireland v. Lester, 298 Mich. 154, 298 N. W. 488; Warrin v. 
Warrin, 169 App. Div. 97, 154 N. Y. S. 458; Anno. 73 A. L. R. 
991; Anno. 1 A. L. R. 2d 1265. 


It appears to be well settled that a provision in a partnership 
agreement to the effect that on the death of one of the partners 
his interest in the partnership shall become the property of the 
surviving partner or partners is not testamentary in nature, and 
the fact that the agreement is not executed according to the re¬ 
quirements of the law governing the execution of wills does not 
render it invalid and unenforceable. Such an agreement is en¬ 
forceable if supported by fair and adequate consideration. 40 Am. 
Jur, Partnership, Sec. 312, page 347; United States v. Stevens, 
302 U. S. 623, 58 S.Ct. 388, 82 L.Ed. 484; Hale v. Wilmarth, 
274 Mass. 186, 174 N. E. 232, 73 A. L. R. 980; Green 
Whaiey, 271 Mo. 636, 197 S. W. 355. See Anno. 1 A. L. R. 2d, 
page 1197, et seq., where cases from thirty-six states are cited in 
support of this view, including Faivcett v. Fawcett, 191 N. C 
679, 132 S. E. 796. 


v A n 96 f- Case u P holdin S a survivorship agreement is Van Derlib v. 
Van DerUp 149 Conn. 285. 179 A. 2 d 619. The defendant and his 
fa her had been partners in an office furniture and supply business in 
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law, had there been no agreement. Casey v. Hurley, supra; 40 
Am. Jur. 337-339, §§ 299, 300. Under the agreement, the right 
of the estate, and that of the plaintiff as executor, was to receive 
from the defendant the value of the estate’s share of the net 
partnership assets, computed and payable in accordance with the 
terms of the agreement. See Weidlich v. Weidlich, 147 Conn. 

160, 163, 157 A.2d 910; 40 Am. Jur. 335, § 296. 

ADDITIONAL CITATIONS 

Among other prominent cases upholding agreements of the partners 
for the disposal of the interest of a deceased partner to the survivor, or 
agreements similar in nature, are the following: 

In re Orvis* Estate, 223 N. Y. 1, 119 N. E. 88 (1918); Lockwood’s 
Trustees v. Lockwood, 250 Ky. 262, 62 S. W. 2d 1053 (1931); Coe v. 
Winchester, 43 Ariz. 500, 33 P. 2d 286 (1934); Garratt v. Baker, 
5 Cal. 2d 745, 56 P. 2d 225 (1936); First National Bank of Rome v. 
Howell, 195 Ga. 72, 23, S. E. 2d 415 (1942); Rankin v. Newman, 
114 Cal. 635, 46 Pac. 742 (1896); Hermes v. Compton, 260 App. Div. 
507, 23 N. Y. S. 2d 126 (1940); Hirsch v. Bartels, (Fla.), 49 So.2d 531 
(1950), upholding the agreement as creating a joint tenancy of the 
partnership property; Lynch v. llg, 348 Ill. App. 545, 109 N.E.2d 
362 (1952), leave to appeal denied 413 Ill. 633; Jones v. Schellenberger, 
225 F.2d 784 (1955), cert. den. 350 U.S. 989 (1956), involving an 
Illinois partnership. 

A peculiarity of the survivorship agreement in the last-cited case 
was a provision that the partners would "participate and own said 
business and partnership property as joint tenants with the right of 
survivorship, and upon the death of either party hereto, all right, title 
and interest therein shall vest immediately unto the surviving partner. 
In upholding the survivorship agreement, the court concluded that 
since it was evident that the agreement was one in partnership and not 
in joint tenancy, "the words 'as joint tenants,’ are devoid of any legal 
significance.” This case may be distinguished from Hirsch v. Bartels 
on the basis that Illinois operates under the Uniform Partnership Act, 
which provides specifically that partnership property is held by the 
partners as tenants in partnership. Surviving tenants under either form 
succeed to the ownership of the property, but the surviving tenant in 
partnership succeeds for partnership purposes only and has the duty 
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to account to the deceased partner's estate unless the particular agree¬ 
ment, as in the case of these survivorship agreements, functions to re¬ 
lieve the survivor of such duty. When such agreements are upheld, all 
that the survivor has to do is perform whatever obligations he has as¬ 
sumed under the agreement. 


An Iowa case involved an agreement that would have had the effect 
of disinheriting a deceased partner’s widow, and must be considered 
on its peculiar facts. In Fleming v. Fleming, 194 Iowa 71, 174 N. W. 
946 (1919), rehearing denied, 194 Iowa 71, 180 N. W. 206 (1920), 
mod., 194 Iowa 71, 184 N. W. 296 (1921), error dis., 264 U. S. 29 
(1924), mod., 211 Iowa 1251, 230 N. W. 359 (1930), the partnership 
survivorship agreement between four brothers was held in effect a con¬ 
tract to make wills in favor of the survivors and subject to the widow’s 
statutory share in the estate of the deceased. The court pointed out that 
there were no creditors except those paid by the surviving partners." 

An Arkansas case, which refused to give effect to a survivorship 
agreement, should be noted here. It was Alexander v. Sims, 220 Ark. 
643, 249 S.W.2d 832 (1952). The surviving partner had obtained the 
decedent partner’s execution of the agreement without informing the 
latter of her physician’s statement that she had a fatal disease and would 
die soon. Upon learning the facts, the decedent partner bequeathed her 
partnership interest to her parents and requested that the partnership 
be liquidated following her death. It was held that the surviving part¬ 
ner had failed to exercise the utmost good faith required of partners 
in dealing with each other, so as to require the agreement to be set 
asi e, the decedent partner having renounced it by bequeathing her 
interest to her parents. It would be surprising if any court would uphold 
an agreement under such circumstances. 


,,^“ 1SS ‘ SS 'PP , f a5e - Conner v - 238 Miss. 471, 119 So.2d 240 

ih 96 \k h0UW be meDtioned ' The survivorship agreement provided 

by the nart T* 1 ^ ° f p " ta “ the farm ^ ™ned 

/* r , Prt " etS “ tenants “ common, as well as the personal property 

w r e hei y 2 e r nership ' shouid tecome vested in » 

not ves title mstrument testamentary in character and could 



188 


PARTNERSHIPS 


sell agreement with an adequate purchase price should be used in that 
state. 


FINANCING THE BUY-SELL AGREEMENT 

A study of some of the actual cases has shown that if a binding 
buy-sell agreement has been entered into by the partners, then upon the 
event of a death, the surviving partner, on tendering the stipulated 
purchase price of the deceased partner’s interest to his executor or 
administrator, is entitled to a release or conveyance of that interest. If 
at the time of death, however, the survivor should be financially unable 
to tender the purchase price, the plan would fall through in spite of 
any court action that might be brought by the deceased partner’s estate. 
Therefore, the only remaining hazard to such a plan is that the surviv¬ 
ing partner may not have the funds with which to carry out the trans¬ 
action when a death occurs. In some instances a death will not occur 
for a number of years; in others it will occur in a matter of days. The 
surviving partner will require a specified amount of cash at an unpre¬ 
dictable time in the future, that is, whenever his partner dies. Obviously 
therefore, his need for funds will be exactly matched by the obligation 
of an insurance company to pay over funds under a life insurance policy 
carried on the life of the deceased partner in the amount of the purchase 
price. 



Part III 


THE PARTNERSHIP BUY-SELL 
AGREEMENT FINANCED WITH 

LIFE INSURANCE 


CHAPTER 8 

The Insured Buy-Sell 
Agreement— 

General Considerations 


LIFE INSURANCE ASSURES CARRYING OUT OF 

PURCHASE PLAN 

. Extended examination of the various plans con- 

trive to perpetuate partnership businesses demonstrates that definite 
durance of the continuance of the business after a partner’s death 
can be had only by means of a contract in which the survivor, or the 

“P’ ^ gfeeS t0 Purchase the interest of the deceased at ’a stipu- 

the natUre 0f the tranSaction - ^ver, such assur- 

A 1“ Certaln 15 the abiIit>r of the su ™ng partner, or the 
firm to tender the purchase price at time of death. 

is not e o nTv UranCe ° Q Partnef “ thC am0Unt of purchase price 

mate the lurThT^-u T ^ dangCr that ^ mone y to consum- 
to f ^ ! C Wl1 not be on hand when needed, but it also offers 

thafp^“ m ° St COnvenient attra rtive method of financing 


189 



190 


PARTNERSHIPS 


Methods of financing the purchase other than with life in- 
surance. The alternatives to the life insurance plan of financing the 
purchase are few. If the partners are wealthy, their ability to produce 
the cash may be conceded, but the survivor will have to put up one 
hundred cents on the dollar, perhaps at a time highly inconvenient to 
him. On the other hand, the life insurance contract calls for premiums 
in instalments that seldom total the face amount. If the partners are in 
ordinary financial circumstances, which includes the vast majority, three 
choices are possibly open to them: to build up the purchase price in ad¬ 
vance through savings; to provide in the agreement for payment of the 
purchase price in instalments; or to borrow the purchase price at time 
of death. 

Attempts to build up the purchase price in advance through ordinary 
savings plans are impracticable because the money might be required in 
ten days or in ten years; exactly when, no one can foretell. Certainty that 
the plan will be completed cannot be attained by this method. 

A plan by which all, or substantially all, of the purchase price is to 
be paid in instalments after death is also unworthy of serious considera¬ 
tion because it mortgages the partnership business and the future of 
the surviving partner, while at the same time it leaves the family of the 
deceased dependent upon the survivor’s success for their money. More¬ 
over, the survivor may find himself in an impossible position to perform. 

Assume that two partners each receive $20,000 from the partnership. 
They set a value of $100,000 on each of their interests and agree that in 
the event of the death of one the survivor will purchase the interest 
of the deceased by paying five annual instalments of $20,000, with 5 
per cent interest. If the partner destined to be the survivor has a wife 
and a dependent child and ordinary deductions of $2,000, his current 
federal income tax, based upon a joint return and 1962 rates, will be 
$3,988, leaving him a net spendable income of $14,012. But look at 
the picture after the death of his associate. The survivor will undoubtedly 
have to hire a new assistant and pay him approximately $5,000 a year. 
Optimistically assuming that the firm will continue to yield $ 40,000 
annually, an income of $35,000 will be available for the survivor. After 
his ordinary deductions of $2,000 as before and the deduction of $5,000 
interest on his indebtedness under the agreement, his net income will 
be $28,000, his federal income tax will be $7,746 and his net spendable 
income will be $20,254. If we deduct from this figure his previous 
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spendable income of $14,012 as necessary to the maintenance of his 
established standard of living, only $6,242 remains with which to pay 
the first instalment of $20,000. Conversely, if we deduct the first instal¬ 
ment from his spendable income of $20,254 only $254 remains for 
him to live on. Even when income tax rates somewhat lower than the 
1962 rates are substituted as those which may prevail at time of a part¬ 
ner’s death, it is obvious that the survivor cannot carry out his bargain 
under such ordinary circumstances as those depicted. An agreement 
spreading the payments over a greater number of years is no answer, 
for the family of the deceased partner would then be left dependent 
upon the survivor’s success over a dangerously long period. 

Since the ability of the surviving partner to borrow the purchase 
price cannot be assured beforehand, the ultimate completion of this 
plan is shrouded in uncertainty. This lack of assurance that the plan 
will function properly overshadows the fact that, even if the survivor 
is successful in arranging a loan at time of death, he mortgages his 
future and he will finally have to pay the loan back at one hundred 
cents on the dollar, probably plus a substantial amount of interest 
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VALIDITY OF THE BUY-SELL AGREEMENT 
FINANCED WITH LIFE INSURANCE 

The validity of agreements for the purchase and sale of partnership 
interests, financed with life insurance, rests upon a legal basis no differ¬ 
ent than that of similar agreements that do not include this financing 
arrangement. If the agreement is properly drawn to contain the elements 
of a sound contract, it is binding and enforceable. The cases that in¬ 
volved no insurance which are discussed or cited in Chapter 7 as up¬ 
holding agreements of this type are also authority for the validity of 
the complete form of agreement, which includes life insurance financ- 
ing. Nevertheless, it will be of interest to refer specifically to a few of 
the cases dealing with agreements that used life insurance. 

Coe v. Winchester. One of the most interesting of these cases is Coe 
v. Winchester, 43 Ariz. 500, 33 P. 2d 286 (1934). Ranny V. Win¬ 
chester and Tasso Coe conducted as partners a merchandise brokerage 
business in Tucson, Arizona, under the name of Winchester-Coe Com¬ 
pany. In the spring of 1926 the partners each purchased $10,000 of 
life insurance, and entered into an agreement that functioned both as 
Articles of Partnership and as a Survivor Agreement covering the part¬ 
nership interest of the first to die. This agreement, which Coe testified 
in the trial that he had typed while Winchester "more or less” dictated, 
is unique in more ways than its brevity. Here it is: 

We, Tasso Coe and R. V. Winchester, doing business as Win¬ 
chester-Coe Company, agree to operate a merchandise brokerage 
business, dividing the profits equally. 

We agree that neither of us shall sign bonds, or endorse any 
notes unless done jointly. 

As a result of a ten-thousand dollar life insurance policy taken 
out by each of us, Coe’s with the Aetna and Winchester’s with 
the Pacific Mutual Life, premiums on which are to be paid by 
Winchester-Coe Company. In event of Coe’s death, his wife or 
heirs is to receive the face of this policy, and Winchester receives 
Coe’s interest in the business. In the event of Winchester’s death 
his wife or heirs to receive the face of the policy and Coe receives 
Winchester’s interest in the business. 

Signed by us this 8th day of May, 1926. 

signed] Tasso Coe 
signed] R. V. Winchester 
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In the spring of 1930, only four years later, almost to the day, Win¬ 
chester died. Myrtle Winchester, who was the widow and executrix of 
the deceased partner, after receiving the $10,000 life insurance pro¬ 
ceeds, sued for an accounting. Her principal contention was that, Ari¬ 
zona being a community property state, the agreement covered only 
her husband’s share of the community interest in the partnership, but 
not her community interest; in other words, that the surviving partner 
was entitled to only one-half of Winchester’s one-half interest by reason 
of the agreement, and should account to her for the value of her com¬ 
munity interest of one-fourth. She also challenged the validity of the 
agreement, and argued further that it was unfair to her. 

Arizona’s highest court held the agreement valid, that it entitled the 
surviving partner to the entire business, and that the arrangement was 

not only fair to the widow but advantageous to her and "was an ad¬ 
mirable one.” 


The opinion brought out several points worthy of note. In upholding 
the validity of the contract, Murphy v. Murphy, 217 Mass. 233; Matter 
of Borden’s Estate, 159 N. Y. S. 346; and McKinnon v. McKinnon, 56 
Fed. 409, were cited, and the quotation from the McKinnon case, which 
we have set out on pages 182-183, was quoted. The court had some diffi¬ 
culty in arriving at the decision that the agreement covered the entire 
community interest of the Winchesters, because of lack of clarity of the 
wording used. Winchester, however, seems to have been better at 
writing letters than in dictating agreements, for it was by means of a 
^tter that he had previously written to Coe, which was fortunately ad- 
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wives of the members of the firm were not actually or nominally 
partners, therein, because the assets of the firm were community 
property they had a direct contingent interest in such assets. 
Under the community law of this state the spouses own their com¬ 
mon property and the wife’s interest is equal to that of the hus¬ 
band. Such being the rule, the assets of the partnership belonged 
in equal parts to the partners and their wives. The wife, how¬ 
ever, during coverture has no power of disposition of the com¬ 
munity personalty. The law, for reasons of convenience and ex¬ 
pediency, places that power exclusively in the husband, who may 
exercise it in any way he chooses, except that he cannot make a 
testamentary disposition of his wife’s interest or dispose of it in 
fraud of her rights. La Tourette v. La Tourette, 15 Ariz. 200, 

137 Pac. 426, Ann. Cases, 1915B, 70. These are the only limita¬ 
tions on the husband’s control or disposition of the community 
personalty. 

We are satisfied that the agency of Winchester over the com¬ 
munity personal property vested him with full and complete 
power to make a contract in the nature of the one in question . . . 

With respect to the advantages of the arrangement, the opinion is 
also worth quoting: 

The contract was certainly beneficial to the wife of the partner 
who died first, for the reason that she obtained $10,000 cash in¬ 
stead or her husband’s one-half interest in the business worth 
only $19,819.39, itemized $11,819-39 in personalty and $8,000 
"good will.” Without the insurance arrangement the appellee’s 
share would have been a little over $5,000 of the tangible assets 
and one-half of whatever might have been realized for the part¬ 
nership "good will” upon a falling market in 1930 and since. It 
is apparent that the reason which prompted the partners to re¬ 
duce their contract to writing was not that they feared each other, 
or that they wanted a written memorial of their agreement, but 
that their primary purpose in doing so was that the wife of the 
one who should first die would be provided for as well or better 
than if she took her deceased husband’s one-half interest, and the 
survivor would have the business without having forced upon 
him a partner not of his own choosing or some one unfit or inca¬ 
pable of contributing the necessary skill to make the business suc¬ 
cessful. . . . The arrangement certainly was an admirable one 
and was made by the two partners to provide for their wives 

when they could no longer do so. . . . 

. . . Nor can it be said that the contract was not most ad¬ 
vantageous to appellee. She received $10,000 cash instead of one- 
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half interest in a $19,800 business subject to immediate liquida¬ 
tion. . . . We concur in Winchester’s opinion of the arrange¬ 
ment wherein he says: "I think this is an excellent proposition 
and think we should go on with it.” 


Considerable space has been devoted to Coe v. Winchester because 


this case illustrates several important phases of our subject. In the first 
place, it proves the old adage that "when a person acts as his own 
lawyer, he has a fool for a client.” Had the partners engaged the services 
of a competent attorney to draft their agreement, the case probably 
would never have gone to court. Unambiguous language would have 
made it clear that Coe was to get the entire business, and having the 
wives also sign a properly drawn agreement (which is advisable in com¬ 
munity property states even though held not necessary in this particular 
case in which only personal property was involved), would have left 
Mrs. Winchester with no plausible ground on which to bring suit. In 
the second place, the facts show that not more than five years’ premiums 
could have been paid on the life insurance. Therefore, the purchase was 
financed by Coe through insurance premiums at only a small fraction 
of the price actually paid over to Mrs. Winchester. In the third place, 
the case shows that enlightened court opinion not only upholds such 
agreements, but applauds their use. 


Lockwood,'s Trustee v. Lockwood. The facts of this case, 250 Ky. 
262, 62 S. W. 2d 1053 (1933), show that John W. Lockwood and his 
son, William, conducted the partnership of J. W. Lockwood & Son. 
On October 30, 1931, when the father was age 67, they entered into 
a partnership buy-sell agreement, financed by $10,000 of insurance on 
each life. On November 9, 1931, only 10 days later, the son died. The 
case came to court because the agreement was poorly worded, two of 
the clauses being in conflict on the amount that was to be paid to the 
estate. The court upheld the particular clause that awarded the full 
amount of insurance in payment of the partnership interest. 
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just ten days after the buy-sell agreement had been executed. Only a 
small amount could have been paid out in premiums; nevertheless, the 
estate of the deceased received the full purchase price of $10,000. The 
all-important reason for using the life insurance method of financing 
is that it guarantees the completion of the plan by making certain that 
the purchase price is in the hands of the purchaser when it is needed. 

It is impossible to avoid the conclusion that life insurance is the most 
efficient method of financing when it is considered purely from a dol¬ 
lars and cents standpoint. The risk of having to pay the purchase price 
in a few days or in a few years because of the premature death of a 
partner is ever present and should be transferred to a life insurance 
company whose prime economic function is to neutralize such risks by 
the application of the law of averages to large numbers. John Lockwood 
and his son acted wisely in doing this. 

First National Bank of Rome v. Howell. In this case, 195 Ga. 72, 
23 S.E.2d 415 (1942), the partners conducted a grocery business in 
Rome, Georgia. Each partner was insured for $10,000, and unusual 
cross agreements were entered into, obviously not drawn by an attorney, 
as follows: 

State of Georgia, County of Floyd. 

This agreement made and entered into at Rome, Ga., this 
twenty-third day of October, 1934, provides as follows: Irma T. 
Howell, of Rome, Ga., agrees to accept for her full and complete 
equity of the Howell Grocery Co., No. 2 the proceeds of one 
insurance contract issued by the Metropolitan Life Insurance Com¬ 
pany of New York City, on which she is named beneficiary, 

Policy No. 6546835-A for ten ($10,000) thousand dollars, on 
the life of Elbert B. Howell, premiums on this insurance is being 
paid out of the profits of the Howell Grocery Co. No. 2, and the 
intention of said insurance is for the full purpose of purchasing 
from Irma T. Howell her full and complete interest of said 
Howell Grocery Co., No. 2, in case of prior death of Elbert B. 
Howell. This contract shall be binding upon the parties hereto, 
their heirs, executors and assigns. 

These cross agreements were supposed to have embodied all the terms 
of a prior complete oral agreement entered into between the parties. 

On the death of partner Elbert B. Howell, his widow received the 
proceeds of the insurance as beneficiary, but his estate refused to release 
his partnership interest on the ground that the agreement was not bind- 
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ing. The agreement was challenged on two main points: first, that it 
was testamentary in nature, and hence was void because not executed 
with the formalities of a will; and second, that because the premiums 
had been paid by the partnership, each partner had in effect paid the 
same amount of premiums, and hence their situation was equal and 
there could be no consideration passing between them to support the 
contract. 

Georgia’s highest court affirmed the lower court judge in overruling 
a demurrer by the bank as executor and trustee of the deceased partner, 
and held that under the allegation of the petition of the surviving part¬ 
ner he was entitled to reformation of the written contract to include 
the terms of the complete oral contract and to specific performance. 

In holding agreements of this nature valid, the opinion quoted from 
ln Re 0rvis> 223 N. Y. 1, as follows: "An agreement between 

partners to constitute, from undivided profits, a fund for continuation 
of the business, which shall be the property of the survivor upon the 
death of either, rests upon mutual and equal consideration, and is en¬ 
forceable." The opinion also quoted from the now familiar Murphy v. 
Murphy, 211 Mass. 233, and then made the following quotation from 
40 American Jurisprudence, p. 347, ss. 311 , 312: 


Agreements between partners that in the event of the death 
of one before the termination of the partnership, the survivor 
shall pay a certain amount to the legal representatives or heirs of 
the deceased partner and that thereupon he shall become the sole 
owner of the partnership business, are frequent, and when fairly 
made, for a valuable consideration and without any illegal pur¬ 
pose, such agreements are not open to objection. Provision in a 
partnership agreement that on the death of one of the partners 
his interest in the partnership shall become the property of the 
other partners is not testamentary in nature, and the fact that the 
IS not executed according to the requirements of the 
tatute of wills does not invalidate it. It is enforceable if sup- 
ported by sufficient consideration. P 


On the specific question of consideration, the opinion stated: 
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mous decision of the seven justices of the Supreme Court of Georgia 
is deserving of special praise because of the complications brought on 
by the incompleteness of the written agreement. 

We now turn to Michigan and to the case of Ireland v. Lester, 298 
Mich. 154, 298 N. W. 488 (1941). Clyde Ireland and Cleveland J. 
Lester were partners in the sand and gravel business. In April, 1936, 
they entered into a buy-sell agreement. The purchase price in the agree¬ 
ment was set at $50,000 and was never changed. It was partially covered 
by life insurance that was to constitute the initial payment upon death; 
the remainder was payable at the rate of $1,000 per year. The agree¬ 
ment was prepared by an out-of-town attorney whom "the partners 
never saw, the data being furnished by the insurance agent.” As origi¬ 
nally drawn, it was provided that the deceased’s estate should receive 
the money. However, before its execution the partners erased the word 
"estate” and inserted the word "wife” with respect to the initial pay¬ 
ment, but by oversight they did not do so with respect to the subsequent 
payments. The agreement was signed by the partners and their wives. 

Ireland died in December, 1939, without leaving a will, and was 
survived by his widow and two children by a former marriage. The 
surviving partner was ready to perform, but the question arose: Who 
should receive the money? The widow brought suit to have the instru¬ 
ment reformed to accord with the terms intended by the parties and 
for an order directing the money to be paid to her. The two children 
intervened, contending that the contract was invalid as testamentary in 
character and that the estate was entitled to the value of the partnership 
interest, in which case they would receive their intestate shares as heirs 
at law. 


Michigan’s highest court affirmed the decision in favor of the wife, 
holding that the contract was not testamentary in character, but that it 
was "a bilateral contract consisting of mutual promises to sell or buy, to 
be determined in the future by an event sure to occur.” It was held a 
valid and binding agreement, not testamentary in effect,’ the court de¬ 
claring that the lower court had jurisdiction to reform it, regardless of 
whether the money was payable to the estate or the widow, and that 
there was no reason why the administrator could not carry out the 
terms of the agreement. The court also pointed out that the widow was 
a third party beneficiary under the agreement, and that by reason of a 
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special Michigan statute her rights under it had vested at the time it was 
signed. 

In distinguishing the contract from a testamentary instrument, the 
opinion said: 

The fact that the death of one of the parties is to determine 
the time of performance does not of itself make the agreement 
testamentary. It is as proper to set death as a date for perform¬ 
ance as any other time that could be stipulated. 

An instrument that is testamentary in character operates only 
upon and by reason of the death of the maker. Till then, it has 
no effect or force, and it is this ambulatory quality which is a 
characteristic of wills. A valid contract does not fall into the 
testamentary class simply because it is performable after the death 
of one of the parties, for to so hold would overlook the fact of 
the complete revocabiiity that is a further characteristic of a will. 

. . . But the instrument in the instant case was operative from 
the day it was signed, and there came into existence contractual 
obligations and rights which the parties were entitled to have 
performed. There was a present transfer of a chose in action, 
performance of which was set for a future date. It was not in¬ 
tended nor was it necessary to have a present transfer of the part¬ 
nership interest. It is this element of present existing contractual 
rights that distinguishes this case from those where the instru¬ 
ment has been declared testamentary in character. 

Then the opinion went on to state: 


In the absence of any showing that a contract of this nature 
was for the purpose of evading some statutory provision or to 
offend public policy, there is no reason why a person cannot as 

^ method of disposing of his property as by will or 
deed. TTie contract was made for an adequate consideration, and 
the obvious purpose of the agreement was to enable the surviving 
partner to take over the business and not have to dissolve it. 
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the Murphy and McKinnon cases. We have found no case that has held 
such a contract void by nature. On the contrary, we have seen that the 
courts are upholding these agreements in spite of inept draftsmanship, 
which demonstrates their conviction of the inherent legal soundness of 
the underlying transaction. 

COURTS REQUIRE PARTNERSHIP BUY-SELL 
AGREEMENTS TO BE SPECIFICALLY 

PERFORMED 

From time to time, reference has been made in the text to the fact 
that the courts grant specific performance of agreements for the pur¬ 
chase and sale of a partnership interest. This was done by the courts, 
for example, in the leading cases of Murphy v. Murphy and McKinnon 
v. McKinnon. Before the matter is discussed further, however, the sig¬ 
nificance of a decree of specific performance should be made clear. 
Perhaps this may best be done by contrasting it with the judgment 
rendered in the ordinary contract action at law. 

In the case of the breach of an ordinary contract, the person aggrieved 
will sue for, and if successful receive, a judgment entitling him to 
money damages. Because the other party failed to perform his part of 
the contract, the plaintiff is awarded a sum of money in the amount 
of the pecuniary loss caused by this lack of performance; and he then 
must recontract with someone else if he wants to have the contract terms 
carried out. 

In the case of the breach of certain special types of contracts, how¬ 
ever, money damages are obviously not an adequate remedy, and in 
such cases courts of equity will require the parties to carry out what 
they have agreed to do. In other words, a decree of specific performance 
is granted. Among these special types of contracts, as we have seen, is 
the agreement for the purchase and sale of a partnership interest. Money 
damages would not be just to the surviving partner. He has contracted 
to buy the deceased partner’s interest, and if that particular transaction 
is not carried through, he must liquidate the business, and with it, his 
job. Justice can be done him only by requiring the estate of the deceased 
partner to transfer the deceased’s interest in the partnership to the sur¬ 
vivor on receipt of the purchase price. 

This was the decree in the Murphy case, and it was also the decree in 
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Rome v. Howell, in the Lockwood case and in many others that we have 
reviewed. But what of the deceased partner’s estate? Can the executor 
or administrator of the deceased partner require the survivor, by court 
decree if necessary, to carry through his obligation to buy so that the 
estate may be sure to avoid liquidation losses? The following case shows 
that the surviving partner may also be made specifically to perform his 
part of the contract. 


Kavanaugh v. Johnson. Thomas J. Kavanaugh and George W. John¬ 
son conducted The Graphic Press, as partners. They entered into an 
insured buy-sell agreement in which the survivor was obligated to pur¬ 
chase the deceased partner’s interest at a valuation based upon an in¬ 
ventory to be made at time of death by three appraisers, but the mini¬ 
mum valuation was further stipulated to be the amount of life insurance 
on the deceased subject to the agreement. The facts show that insurance 


was purchased by the partners from time to time. Insurance was last 
taken out on Kavanaugh in 1931, at which time Johnson was found to 
be uninsurable and an "income bond" was issued to him. In 1933, no 
doubt because of adverse business conditions, $9,000 of insurance on 
each life, all subject to the agreement, was allowed to lapse. Then on 
January 12, 1934, the insurable partner, Kavanaugh, died. There was 
$13,266.67 of business insurance in force on his life, $6,008.51 of it 
bemg subject to the buy-sell agreement. All of this insurance was made 
payable to the surviving partner. When an appraisal revealed that the 
physical assets of the partnership at the time of Kavanaugh’s death were 
$5,273.92 less than the liabilities, the survivor refused to pay over the 
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seller may have specific performance. The rule has ample justification 
in these cases because there is no open market for a deceased partner’s 
interest. 

Before leaving Kavanaugh v. Johnson, it will be worth while to 
emphasize a few of its interesting aspects. First, it was the insurable 
partner, Kavanaugh, who died. Furthermore, his death occurred only 
three years after he was last insured, and less than a year after $9,000 
of insurance on his life had been allowed to lapse. The insurance obvi¬ 
ously showed considerable profit, but it was unfortunate that some in¬ 
surance had to be dropped only a few months before Kavanaugh’s 
death. Second, in view of the settled state of the law in Massachusetts, 
few words were written by the court regarding the validity of the agree¬ 
ment. The opinion merely stated on this point: 

It is apparent that one of the main objectives of the agreement 
was to provide a method for the disposition of the interest of a 
deceased partner without disrupting the business as a going con¬ 
cern. Such an agreement when not made with intent to evade the 
statute of wills is valid. Leach v. Leach, 18 Pick. 68, 75; Murphy 
v. Murphy, 217 Mass. 233, 235, 236, 104 N. E. 466; Hale v. 
Wilmarth, 274 Mass. 186, 189, 174 N. E. 232, 73 A. L. R. 980. 

Third, the agreement should have stated that the survivor was to assume 
the partnership debts upon the purchase. This omission in all probability 
brought the case to court. On this point the opinion reads: 

In the light of all the facts the plaintiff should receive under 
clause 4 the full amount obtained by the defendant on the policies 
covered by the agreement, without deduction for debts. The prin¬ 
ciple that in the absence of agreement partners share losses 
equally, Lavoine v. Casey, 251 Mass. 124, 127, 146 N. E. 241, is 
overcome by the principle that where one partner takes all the 
assets and continues the business only slight evidence is necessary 
to warrant the inference that the partner also assumed the debts 
of the firm, Shaw v. McGregory, 105 Mass. 96, 102. This con¬ 
struction is supported by the uncontradicted evidence that the 
policies and "income bond” of 1929 and 1931, which were not 
within the terms of the agreement, were taken out for the purpose 
of providing the surviving partner with cash to pay the debts an 
carry on the business, because in all probability there would be a 
good many debts and the partners felt that whoever survive, 
would need the cash to pay those debts and go on with the busi¬ 
ness as survivor.” 
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Finally—and we repeat for emphasis—the decision shows that the 
courts will grant specific performance to the deceased partner’s estate if 
there is the ability to perform on the part of the survivor, in other words, 
if he is able to pay. It is a rule in equity never to make a futile decree, 
but it is submitted that if there are life insurance proceeds in the amount 
of the purchase price in the hands of the surviving partner, or better 
still, in the hands of a trustee, with which to carry out a buy-sell agree¬ 
ment, such agreement when brought to court will be ordered performed 
to the letter. In short, a properly executed agreement for the purchase 
and sale of a partnership interest, financed with life insurance, definitely 
assures the continuance of the partnership business. 



CHAPTER 9 


Specific Benefits of the 
Buy-Sell Agreement 
with Life Insurance 


Interspersed throughout the text have been 
discussions and examples that have revealed the advantages to be de¬ 
rived from an insurance-financed agreement between partners for the 
purchase by the survivors of the deceased partner’s interest. For con¬ 
venient reference, we shall devote this chapter to a recital of these ad¬ 
vantages. 


BENEFITS TO THE SURVIVING PARTNERS 

Survivors? business future assured. The insured buy-sell agree¬ 
ment, by replacing the ordinary course of the law on the death of a 
partner, which would require prompt liquidation of the partnership 
affairs, assures the continuation of the partnership business without in¬ 
terruption or loss of momentum, because the continuation plan includes 
provisions that will effect the purchase of the deceased partner s interest 
immediately, with the greatest smoothness and dispatch. The agreement 
to buy and sell has been set up previously, the price has been agreed 
upon in advance, and the purchase money with which to consummate 
the transaction is at hand. Nothing has been left over which to bargain 
or dicker. Consequently, the survivors take over the business as a run¬ 
ning machine, with equipment, employee organization, customers and 
good will all intact; and they may go forward with their daily routine 
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and future plans as entire owners of the business, free and clear of any 
debt to the deceased partner’s estate. Their future business careers have 
been assured. 

Survivors avoid liquidating losses. The liquidation of a going 
business invariably results in substantial pecuniary losses, outstanding 
among which is usually total loss of good will. The insured buy-sell 
agreement, providing for the uninterrupted and undisturbed continua¬ 
tion of the business by the surviving partners, completely by-passes these 

losses in business equities that often have been built up by years of hard 
work. 


Survivors avoid becoming liquidating trustees. Without a buy- 
sell arrangement, the surviving partners, on the death of an associate, 
become liquidating trustees of the partnership property and affairs. As 
such, they are held to the highest standards of conduct, and to the strictest 
accountability for every asset of the partnership in closing out the busi¬ 
ness That this fiduciary status is burdensome and often costly has been 
amp y emonstrated again and again by the cases examined. With a bind- 
mg buy-sell agreement all this is avoided; a fiduciary relationship be- 
bveen the surv.vmg partners and the deceaseds estate is never estab- 
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... I do not believe that upon Hermes’ death a trust was 
reposed in the surviving partners with respect to Hermes’ share 
of the partnership assets. There was neither a trust reposed nor 
any property with respect to which a trust could be reposed. True, 
so long as Hermes remained a partner there was property with 
respect to which a trust reposed among the partners. But by the 
terms of the agreement, immediately upon his death all of 
Hermes’ property rights in the partnership assets were extin¬ 
guished and the trust relationship which theretofore existed ter¬ 
minated. Instead of dissolving the partnership and distributing the 
assets, it was agreed that the partnership was to be continued by 
the surviving partners, who were to retain all the assets; and in 
exchange for Hermes’ share therein and in consideration therefor 
they were to make the specified payments to Hermes’ estate based 
on a sum equal to a percentage of the profits, and such payments 
were to be "in full satisfaction of the interest of such deceased 
partner in the partnership and in full liquidation thereof. . . .” 

That there was a complete severance of the relationship of trust 
and confidence that existed prior to the death of Hermes is also 
clear, because the agreement further provides that nothing con¬ 
tained therein "shall be so construed as to constitute as a partner 
the estate of any deceased partner.” In other words, Hermes’ 
death effected not only a termination of the relationship of con¬ 
fidence and trust which theretofore existed, but also a sale to the 
surviving partners of his interest in the partnership assets. While 
after Hermes’ death his estate was interested in the profits be¬ 
cause the consideration of the sale was to be determined by the 
net income, it had no proprietary interest in the business or the 
profits. Hence, plaintiff has an adequate remedy at law and is 
not entitled to an accounting. 

Thus, instead of being trustees, the surviving partners with a buy-sell 
agreement occupy the status of purchasers bound by a contract previously 
entered into, dealing with sellers also previously bound by the contract 
with respect to all the terms of the transaction. If the contract is properly 
drawn, no difficulty whatever should be encountered. No one can examine 
the host of court cases dealing with the fiduciary relationship—many of 
them are contests arising years after the death of a partner and all placing 
the burden of proof of good faith and irreproachable conduct on the 
surviving partners—without being convinced that the survivors under 
a modern insured buy-sell agreement are indeed in a fortunate position. 

Courts will enforce carrying out of purchase contract , if neces¬ 
sary, Because the future business careers of the surviving partners are 
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tied up with the buy-sell arrangement, it is vitally important to them that 
the plan be carried through on the death of a partner. They cannot afford, 
therefore, to rely on any plan for the continuance of the firm's business 
that the courts will not specifically enforce if necessary. As we have seen, 
the insured buy-sell agreement will be specifically enforced by the courts 
according to its terms. 


With a carefully set up agreement, however, resort to litigation is 
rarely required. As a matter of fact, few of the many agreements of this 
type seem to have reached the courts. It is significant that of the five cases 
reviewed in Chapter 8, three were open invitations to lawsuits because 
of the agreements used. In Coe v. Winchester, the partners not only used 
the more frequently challenged survivorship type of agreement, but acted 
as their own lawyers as well. In Rome v. Howell, the insurance agent 
drafted the agreement. In Ireland v. Lester, the partners attempted to 
revise their agreement at the last moment and in only half doing so, 
compelled a suit for reformation. The remaining cases, Lockwood's 
Trustee v. Lockwood and Kavanaugh v. Johnson, were taken into court 
mainly because controversies arose over the meaning of the respective 
va uation clauses, undoubtedly the most important part of such an agree- 
ment, and consequently, the part demanding the greatest skill in drafts¬ 
manship. The lesson to be learned from these two cases is that the valua- 
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BENEFITS TO THE DECEASED PARTNER’S 

ESTATE AND HEIRS 

Estate receives payment in full, in cash, at once. The func¬ 
tioning of the fully insured, buy-sell agreement places in the hands of 
the executor or administrator of the deceased partner the full amount 
of the sale price of the decedent’s interest in the firm, in cash, at once. 
There is no basis for acrimonious bickering and bargaining between the 
personal representative, usually the widow, and the surviving partners. 
Furthermore, by provision to that effect in the agreement, the amount 
of the proceeds may be set as a minimum price, thereby guaranteeing such 
proceeds as the minimum amount the estate will receive. This is in 
striking contrast with the certainty that losses will be suffered through 
forced liquidation and the uncertainty of the amount that will finally be 
received in the absence of a purchase agreement. 

Deceased’s estate can be settled promptly and efficiently. If 
there is no purchase agreement effective after the death of a partner, 
the survivors are required to wind up the partnership with reasonable 
dispatch; but the process necessarily consumes considerable time— 
more than it will usually take the personal representative of the 
decedent to administer the decedent’s personal estate. But the personal 
representative, among other important duties, cannot complete his estate 
and inheritance tax schedules until he knows the liquidated value of the 
decedent’s share in the firm, nor is it usually possible for him to ascertain 
the respective amounts that are to go to various legatees. Therefore, in 
the normal course of settling the affairs of a deceased partner, the 
executor or administrator will find it necessary to hold open the estate 
until the partnership has been closed out and the share of the deceased 
partner has been received from the surviving liquidating partners, which 
delays the accounting and settling of the entire estate. This delay is 
eliminated by the insured buy-sell arrangement, by means of which the 
executor or administrator promptly receives the value of the decedent s 
business interest in cash. 

The executor has need for a substantial amount of cash with which 
to pay final expenses, outstanding bills, taxes, fees, and other probate 
costs. Furthermore, ready cash frequently enables him to take advantage 
of discounts offered for prompt payment of bills and taxes. New York, 
for example, grants five per cent discount on estate taxes paid within 
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six months after death. To obtain the required cash, the forced sale of 
valuable estate assets at a sacrifice is often necessary. An insured purchase 
agreement eliminates any such loss, and since cash is immediately avail¬ 
able, discounts may be saved. 

In the ordinary course of liquidating a partnership on the death of a 
partner, a formal accounting procedure is called for between the surviv¬ 
ing partners and the personal representative of the deceased. An insured 

buy-sell agreement eliminates this time-consuming, costly, and often 
irritating procedure. 

Where the agreement is properly set up—as discussed later—the pur¬ 
chase price will establish the value of the deceased partner’s interest for 
Federal estate tax purposes. Because in the absence of such an agreement 
small businesses tend to be overvalued for such purposes, this benefit 
alone may save thousands of dollars in taxes. 


In short, with ample cash immediately available from the buy-sell 
agreement and with delays, uncertainties and costly procedures elimi¬ 
nated, the personal representative can carry out a prompt, efficient 
and economical administration of the deceased’s estate. 

The widow is relieved of business worries. Many different plans 
not m a Icing use of insurance financing and under which the welfare 
of the widow has been made dependent upon the future success of the 
surviving partners over a period of years, have been set up as an alterna¬ 
tive to liquidation. Hermes v. Compton is typical of such arrangements. 
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securities for her benefit. This is as it should be; for a widow to keep her 
money in a small business, no matter how successful its past record may 
be, is hazardous. 

BENEFITS DURING THE LIFETIME OF THE 

PARTNERS 

The partnership business is profitably stabilized. With an in¬ 
sured buy-sell agreement, the future of the partnership business is as¬ 
sured. This fact has several important and valuable consequences of im¬ 
mediate benefit to the partners. The partners and their customers ot 
clients, knowing that the business of the firm will continue in spite of 
the death of one of the members, are at liberty to enter into more per¬ 
manent and farsighted dealings that will tend to stabilize the business 
on a more profitable basis. Employees, knowing that the continuance 
of the business has been assured, and with it, their jobs, are welded into 
a more stable and efficient organization. The firm’s bankers—knowing 
that the business will not be interrupted on the death of a partner; that 
the purchase price of a deceased partner’s interest will be forthcoming 
automatically at the needed time from an outside source, the insurance 
company, without draining one cent from the business treasury; that 
the partners each year are building larger cash values in their business 
insurance policies; and that the firm’s business and organization has been 
stabilized by the arrangement—will extend a more favorable line of 
credit over the years. All of these beneficial business factors, taken 
together, spell out more profits for the firm during the lifetime of all 
the partners. 

An attractive saving medium is provided. The insured buy-sell 
arrangement is in effect an advance instalment method of purchasing 
the interest of a deceased partner. Each premium paid on the insurance 
under such an arrangement represents a current saving for future benefit. 
As a savings plan, it has many attractive features. Obviously most im¬ 
portant is the fact that the accumulation program is automatically com¬ 
pleted for the full amount needed on the death of the insured, no matter 
how little has been put in by way of premium payments. Among other 
desirable characteristics, the amount to be saved each year is convenient 
in size, is made regularly and has an element of compulsion, without 
which few savings projects are ever carried through to completion. A ter 
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a few years, the policies contain guaranteed cash equities, which receive 
the highest degree of legal protection in most states, and which are avail¬ 
able at once should a real financial emergency arise. In other words, it is 
a convenient, effective savings program focused directly on an objective 
vitally important to all the partners, assuring them that the money re¬ 
quired to buy out the business interest of a deceased partner will be 
fully saved when needed. 

The future of the partners is made predictable. An insured buy- 
sell agreement enables each partner to predict what will take place in 
the event of the death of any partner. If fate decrees that he become the 
surviving partner, he knows that he will be the owner of the business, 
paid for in full. On the other hand, he knows that if he should die first, 
his estate will at once receive the full value of his share of the business 
in cash. Each partner, therefore, can freely give his best efforts to the 
promotion of the partnership affairs, secure in the knowledge that if he 
lives his career will be kept open and his property ownership enhanced; 
and that, if he does not survive his associates, the value of his estate will 
be enhanced by his hard work. Each partner, also, knowing that if he 
dies first his estate will have the cash benefit of a specified amount, is 
thereby enabled to plan his estate in an orderly manner for the support 
and welfare of his family. Contrast this picture with that of partners 
without a purchase plan, faced with the prospect of sudden termination 
of the business, trustee responsibilities, unknown liquidation losses, loss 
of careers, unknown estate values for the support of dependents, bicker¬ 
ing and dissension between widow and survivors; and the conclusion is 

benlfiT f th ° • PartDe , tS ' WhUe a “ “ e yet llvin & d «ive substantial 
benefits from an insured buy-sell arrangement. 



CHAPTER 10 

Selecting Type 
of Agreement 


The two basic types of agreements. A partnership buy-sell agree¬ 
ment with life insurance may take either of two available forms: a cross- 
purchase agreement, or a so-called "entity'’ agreement. 

A cross-purchase agreement is most commonly used in small com¬ 
mercial partnerships. It is an agreement whereby the partners indi¬ 
vidually agree to purchase the interest in the firm of a deceased partner. 
Customarily, each partner owns insurance on the life of the other part¬ 
ners in an amount approximating his share of the purchase price should 
one of the other partners predecease him. The partnership is not a party 
to such an agreement. 

In the case of a partnership composed of several partners, who desire 
to continue the partnership regardless of deaths occurring among their 
number, the use of an entity type of agreement has become increasingly 
popular. The partnership itself is a party to such an agreement, along 
with the partners. The agreement provides for the uninterrupted con¬ 
tinuation of the partnership upon the death of a partner and the pur¬ 
chase or liquidation of his interest for the account of the survivors from 
the partnership funds, furnished in whole or in part for this purpose 
by insurance on the lives of all partners. The policies are owned by, 
paid for by, and payable to, the partnership. 


FACTORS DETERMINING CHOICE OF AGREEMENT 

Equity of results. In the case of a cross-purchase agreement, the 
insurance usually is arranged on the cross-purchase plan. Each partner 
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agrees that upon the death of a co-partner he will purchase a propor¬ 
tionate part of the deceased partner’s interest at a price based upon its 
agreed value pursuant to the agreement, and each partner purchases and 
maintains insurance on the lives of the others in the approximate amount 
of purchase price he will be called upon to pay when a co-partner dies. 
Under this plan, the insurance is owned personally and does not enter 
into the purchase price. Assuming that the price set represents true 
value, the cross-purchase agreement functions with complete equity 
among the partners—regardless of the variations in their ages or in 
their respective interests in the firm. 

In the case of an entity purchase agreement, the payment of the 
premiums by the partnership is the same mathematically as if each 
partner had paid that portion of the premiums which is proportionate 
to his fractional interest in the firm. As contrasted with the arrangement 
under a cross-purchase agreement, however, none of the insurance is 


owned by a deceased partner’s estate as recompense for his portion of the 
premiums that have been paid by the partnership. Thus an entity agree¬ 
ment will not function equitably among the partners unless the purchase 
price paid to a deceased partner's estate takes into consideration the life 
insurance owned by the partnership to the extent of his fractional inter¬ 
est in the firm. Partial equity is obtained if the purchase price takes into 
consideration his share of the value of all the policies immediately before 
a death occurs. Substantially complete equity results if his share of the 
proceeds of the insurance on his own life is also taken into consideration. 
If the entity plan is to achieve this result and at the same time have the 

purchase price fully insured, however, additional amounts of insurance 
will be required. 

yumber of partner,. In the case of partnerships composed of only 

are used most frequently. The 
arrangement is free from estate tax complications. By reason of the fact 

tat each partner pays the correct cost of his benefits under the agree- 
ment, complete equity is attained. S 

In the case of partnerships composed of more than two partners how- 
each ot P partnef maintains durance on the life of 

as 



214 


PARTNERSHIPS 


is the case with the partnership owning and maintaining three policies 
under an entity type of agreement. But where there are nine partners, 
for example, there would be seventy-two policies under the usual cross¬ 
purchase agreement, compared with only nine policies under an entity 
type of agreement. In such a case the cross-purchase agreement could 
be insured with only nine policies: one on the life of each partner, with 
the other eight partners joint premium payers and joint and survivor 
owners. But the difficulties that might be encountered in the form of 
future adjustments and complications where there are so many joint 
owners and premium payers makes such a plan impracticable. Hence 
one must conclude that where there are a substantial number of partners, 
the entity plan, under which the partnership pays the premiums and 
owns a small number of policies, is simpler in operation than a cross- 
purchase plan, under which each of several partners owns and maintains 
a cluster of policies. 

Ages and fractional interests of the partners. Where a partner¬ 
ship is composed of only a few partners who do not differ greatly in 
age or in respective fractional interests owned in the firm, these factors 
are neutral so far as choice of plan is concerned. Under either type of 
agreement, the financial load of premium payments is distributed in 
approximately the same proportion although in a different manner. But 
where there are large differences in the respective ages of the partners or 
in their respective fractional interests in the firm, these factors may 
favor an entity agreement. In such a firm, the younger partners cus¬ 
tomarily own the smaller interests, with the result that they may be un¬ 
willing or unable to pay the premiums required to maintain the insurance 
on the older partners with the larger interests in the firm. The indirect 
premium load under an entity type of agreement, on the other hand, 
rests largely upon the partners who are older and who own the larger 
interests. Thus the premium load is distributed according to ability to 
carry it. As previously noted, the plan will work out equitably provided 
the purchase price under the entity agreement takes into consideration 
the deceased partner’s share of the insurance values when a death 
occurs. 

Status of insurance in relation to partnership. Under a cross' 
purchase agreement, the insurance is owned personally by each respec' 
tive partner. Under an entity type agreement, the policies and proceed, 
are partnership assets. The increasing cash values continuously con* 
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tribute to the building up of the financial worth of the partnership— 
whereas the insurance policies personally owned under a cross-purchase 
agreement build up the personal assets of the individual policy owners. 
The value of the policies owned by the partnership under an entity 
agreement will strengthen the financial statement of the firm, a result 
which the partners may desire. But such policies are at all times subject 
to the claims of the partnership creditors. Hence difficulties may be 
encountered in carrying out the entity agreement when a death occurs, 
unless the firm has ample funds, aside from the insurance proceeds 
collected at that time, to satisfy its creditors. In this connection, how¬ 
ever, it is well to recall the fact that general partners have unlimited 
liability for partnership obligations. 


Ratio of partnership interests desired among surviving part¬ 
ners. When a partnership liquidates a deceased partner’s interest 
under an entity agreement, the surviving partners will share the owner¬ 
ship of the firm in the same ratio that their respective interests bore to 
one another prior to the death. If this ratio is not satisfactory, they will 
have to realign their interests by means of a supplementary purchase and 
sale transaction among themselves. The provisions of a cross-purchase 
agreement, on the other hand, may specify that each survivor will buy 
whatever proportion of a deceased partner’s interest is set forth therein 
—regardless of their current proportionate interests. 

Federal estate tax factor. Where the insurance acquired to finance 

a cross-purchase agreement is arranged, so that an insured will not possess 

any incidents of ownership in the policies on his own life, the value of 

the proceeds will not be subject to Federal estate tax. Subject to the tax, 

however, will be the value of the policies the deceased partner owned 

on the lives of the survivors and the value of the deceased’s partnership 

interest. If the agreement is drawn and set up properly, the value of that 

interest will be its purchase price in the agreement—as is brought out 
later m Chapter 15. 


Where the insurance is owned by the partnership to finance an entity 
agreement, it appears that the value of the insurance on the life of a 
deceased partner will not be includible *r insurance in his gross estate 
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chase price has not taken into consideration the insurance values and 
the purchase price is held to establish the value of the deceased's part¬ 
nership interest for Federal estate tax purposes. The discussion in Chap¬ 
ter 15 will show that there is no case or ruling directly on these facts. 

Income tax status of payments. The sale of an interest in a part¬ 
nership under a cross-purchase agreement is treated as the sale of a 
capital asset, except as to payments received from the surviving partners 
for the seller’s interest in the firm attributable (on the basis of relative 
fair market values) to unrealized receivables and to inventory items that 
have appreciated substantially in value. Unrealized receivables are un¬ 
common in the case of a commercial partnership reporting its income on 
an accrual basis. They are typical of a personal service partnership report¬ 
ing on a cash basis, such as a law firm. Where substantially appreciated 
inventory items exist, they are usually possessed by a commercial part¬ 
nership. Such items are defined broadly and are considered to have 
appreciated substantially in value if their fair market value exceeds 120 
per cent of their adjusted basis to the partnership and exceeds 10 per 
cent of the fair market value of all partnership property except money. 
Payments received that are attributable to unrealized receivables and to 
substantially appreciated inventory items are deemed amounts realized 
from the sale of property other than a capital asset, with the result that 
any consequent gain or loss is ordinary income or loss [I.R.C., Secs. 741, 
751]. 

In the case of a cross-purchase agreement, this ordinary income or 
loss is computed first. In determining the amount, "a portion of such 
partner’s adjusted basis for his interest in the partnership must be 
allocated, under regulations, to his share of unrealized receivables or 
substantially appreciated inventory items. The amount of basis to be so 
allocated shall ordinarily be his pro rata share of the partnership basis for 
such property with appropriate adjustments for any transferee basis with 
respect to him under section 743(b). This amount shall be subtracted 
from the basis of such partner’s interest before computing his capital 
gain or loss on the sale of his interest under section 741.” [83d Cong., 
2d Sess., S. Rep. No. 1622, p. 401.] 

Payments made by a partnership under an entity agreement receive 
somewhat difference tax treatment. First, payments are allocated, on the 
basis of relative fair market value, between payments in exchange for 
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the deceased’s partnership interest and other payments. Payments in 
exchange for the partnership interest do not include amounts paid for 
the deceased’s proportionate share of unrealized receivables, and do not 
include amounts paid for good will except to the extent the agreement 


provides specifically for reasonable payments with respect to good will. 
Payments in exchange for the partnership interest do include payments 
attributable to inventory items that have appreciated substantially in 
value, but are considered amounts paid for property other than a capital 
asset. First, an amount of the basis of the partnership interest being 
liquidated equal to the partner’s share of the partnership basis for its 
substantially appreciated inventory items, with appropriate adjustments 
for any transferee basis with respect to him under section 743(b), is 
allocated to his share of such items, and ordinary income results to the 
extent that his share of the fair market value of such items exceeds this 


allocated basis [83d Cong., 2d Sess., Conf. Rep. No. 2543, pp. 62, 65]. 
The remainder of the basis of the partnership interest is measured against 
the value of the liquidated partner’s portion of the capital assets of the 
firm, including good will if payments for it are specified in the agree¬ 
ment, to ascertain the capital gain or loss on the liquidation of such 
interest [I.R.C., Secs. 736(b), 751(b)(1)(B); 83d Cong., 2d Sess., S. 
Rep. 1622, p. 404]. Any other payments received, including amounts 
received for unreali2ed receivables and unspecified good will, are usually 
ordinary income to the estate and are classed as income in respect of a 
decedent. However, if any of these payments are determined with regard 
to the income of the partnership they are treated as a distributive share 

o the partnership income and retain their character as ordinary income 
or capital gain, as the case may be. 

It should be emphasized that under an entity agreement there is tax 
flexibility with respect to any payments for good will. If the agreement 
specifies that a reasonable amount is to be paid for the deceased partner’s 
e o existing good will of the firm, such payments constitute part of 
the payments for the deceased partner’s interest. As such, they get capital 
gams treatment in the hands of the recipient (usually resulting fn nog^ 
or loss) and are not deductible by the partnership. If the agreement does 

are nofc X f ° r S °° d wiU ’ "V payments actually made for it 

ate not considered paid on account of his partnership interest but are 
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classed as other payments made which are deductible by the partnership 
and income to the recipient [Smith v. Commissioner 313 F.2d 16 
(1962)]. 

Income tax bases of the surviving partners. Upon the purchase 
of a deceased partner’s interest under a cross-purchase agreement, the 
basis of the partnership interest of each surviving partner is increased 
by the amount he has paid to purchase a portion of the deceased partner’s 
interest. In such amount is included an amount representing the pro¬ 
ceeds of the insurance he has collected on the life of the deceased partner. 

The effect of the workings of an entity agreement upon the bases of 
the interests of the partners is somewhat complex. The policies are 
owned by the partnership and payable to it. Ordinarily, the partnership 
will pay the premiums out of partnership income, charge off as expense 
that portion of the premiums not reflected in an increase in cash values, 
and carry the cash values as an asset. The portion of premiums thus 
charged off is a nondeductible expense, and as such does not reduce 
the distributive income of the partnership nor the taxable incomes of 
the partners. Nevertheless, such expense paid by the partnership reduces 
the bases of the partners’ interests to the extent allocated to each. The 
net result is that the payment of premiums by the partnership, as con¬ 
trasted with the withdrawal of a like amount of distributive income by 
the partners, increases the respective basis of each partner’s interest by his 
share of the increase in cash values each year. 

The insurance proceeds received by the partnership upon the death of 
a partner are excluded from its gross income. But it appears that the 
excess of the death proceeds over the cash value of the policy as carried 
on the partnership books increases the bases of the partnership interests 
of the partners [I.R.C., Section 705(a)(1)(B)]. 

To sum up the effect under an entity agreement, the interest of the 
deceased partner (as always) gets a new basis at his death. But the basis 
of the partnership interest of each surviving partner should reflect his 
attributable portion of the cash values of all the policies owned by the 
partnership, plus his attributable portion of the nontaxable income of 
the partnership represented by the insurance proceeds collected on the 
life of the deceased partner. It may be that a provision allocating all of 
such nontaxable income to the capital accounts of the surviving partners 
will hold for basis purposes. Lacking that, however, a portion will 
represent the deceased partner’s share. Therefore, amounts with respect 
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to the insurance on the life of the deceased partner totalling less than 
the insurance proceeds will go to increase the bases of the surviving part¬ 
ners’ interests. 

Thus, partners have a substantial number of important factors to be 
considered in making their choice between an individual cross-purchase 
agreement and a partnership entity agreement. 



CHAPTER 11 


Contents of the Buy-Sell 
Agreement with 
Life Insurance 


Introductory. Agreement must be drmcn by a competent at¬ 
torney. A written buy-sell agreement that includes provisions for life 
insurance financing is the basic legal medium used to assure uninter¬ 
rupted continuation of the business of a partnership by the survivors, 
following the death of an associate. The agreement can be incorporated 
in the Articles of Partnership, but rather than add to the cumbersomeness 
of the Articles, the established practice is to execute a separate contract. 
The contract may take either of two forms: a cross-purchase agreement 
in which the individual partners are the parties, or a so-called entity 
agreement in which the partnership itself is also a party. 

A cross-purchase agreement provides that on the death of a partner 
the surviving partners will buy the deceased’s interest in the firm at a 
stipulated price, that life insurance will be carried on each partner to 
furnish the purchase money and that upon receipt of payment the per¬ 
sonal representative will transfer the deceased partner’s interest to the 
survivors. An entity agreement provides for the uninterrupted continua¬ 
tion of the partnership following the death of a partner and the pur¬ 
chase or liquidation of his interest for the account of the survivors from 
the partnership funds, furnished in whole or in part for this purpose by 
insurance on the lives of all partners, owned by, paid for by, and payable 
to, the partnership. With the surviving partners depending upon their 
agreement for acquisition of full ownership of the enterprise instead of 
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having to liquidate their business and jobs, and with the deceased’s estate 
and heirs relying upon it for prompt payment in cash of the full value 
of the deceased's interest in the firm instead of the shrunken, forced-sale 
value of his share, this document is obviously one of the most important 
contracts the partners will ever execute. Because of this, a competent at¬ 
torney should be engaged to draft the instrument. 


BROAD PATTERN OF THE AGREEMENT 

The growing realisation that the insured business continuation plan 
is the only method by which the partners can make certain that their 
objectives will be carried out has brought about the adoption of this 
arrangement by literally thousands of firms. And this, in turn, has 
brought about a modicum of standardization in the forms of agreements 
used. Furthermore, every agreement of this type, because it deals with 
like subject matter, must of necessity follow a similar broad pattern with 
which life underwriters must be familiar if they are to render intelligent 
and profitable service to partners. This broad pattern consists of the 
essentials that the insured buy-sell agreement must accomplish. They 
may be itemized as follows: 


1. A definite commitment on the part of each partner that he will not 
dispose of his interest in the partnership during his lifetime without 
first offering it for sale to the other partners at the contract price. 

2. A definite commitment, not merely an option, on the part of all 
the partners in which they agree, binding their estates, that the surviving 
partners (or the partnership, in case of an entity agreement) will buy 
and that the deceased partner’s estate will sell and transfer to the sur¬ 
vivors (or to the partnership), the partnership interest of a deceased 
partner. 


3. A definite commitment as to the purchase price to be paid by the 
simavmg partners (or partnership) for the deceased partner's interest. 

COmmitraeQt b V the P^ners (or partnership) to pur¬ 
chase and maintain under the agreement life insurance policies in an 

which noH 0 ” 1 WltH ^ t0 finanCC the P"*"* 1116 proceeds of 
winch policies are to constitute purchase-price money for the partner'd, m 

mterest when it is received by the deceased partners «Ute " ^ 

5. A defimte commitment as to the ownership and control of the life 
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insurance policies made subject to the agreement and as to the disposal 
of policies on the lives of surviving partners. 

6. A definite commitment with respect to the time and manner of 
paying any balance of the purchase price in excess of the insurance 
proceeds, and conversely, with respect to the disposition of any insurance 
proceeds in excess of the purchase price. 

7. A definite commitment that the surviving partners will assume 
all obligations of the partnership and will save harmless and indemnify 
the deceased partner’s estate therefrom. 

CONTENTS OF THE AGREEMENT 

Introductory. Since no two partnerships are exactly alike, no 
two insured buy-sell agreements can be identical in form and content. 
The provisions of each such contract must be individually "fitted” by 
the attorney to the circumstances of each particular case. This "fitting” 
is made possible because various alternative methods are available to 
provide for such matters as, for example, establishing the purchasing 
price, designating the life insurance beneficiaries, and allocating premium 
payments. Nevertheless, since all agreements must deal with the same 
subject matter, that is, the buying and selling of a deceased partner’s 
interest and the use of life insurance to supply the purchase money, the 
general structure and contents of such agreements are sufficiently de¬ 
limited to make a somewhat detailed analysis practicable. Life under¬ 
writers should be reasonably familiar with the general provisions usually 
contained in them, and should be cognizant of the various alternative 
arrangements available. Accordingly, an inexhaustive topical analysis 
will be made of the principal provisions that are usually contained in a 
standard agreement, without, however, considering the technical legal 
wording to be used in setting out these provisions in the finished docu¬ 
ment, since that is the peculiar province of the drafting attorney. 

The parties to the agreement. Preferably, all the partners, to¬ 
gether with a trustee selected by them, are the parties to a cross-purchase 
agreement. The partners, being the buyers and sellers, are necessary 
parties. The trustee is not a necessary party, but is recommended as an 
impartial "third party,” to act as custodian and beneficiary of the life 
insurance policies during the lifetime of the partners, and, when a death 
occurs, to supervise the consummation of transaction. In the case of an 
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entity type agreement, the partnership itself is a party along with the 
partners. A trustee is seldom a party, but may be desirable as an ad¬ 
ditional party in some instances. 

In community property states, it is advisable, although held not neces¬ 
sary in Arizona under the facts present in Coe v. Winchester (see page 
192 et seq.), to include the wives of the partners as parties. 

The purpose of the agreement. The preamble of a well-drawn 
agreement contains a recital of the purpose of the agreement. It should 
state that the partners desire to create a ready market for the interest of 


a deceased partner, and that the survivors desire to acquire such interest 
in order to be able to continue the business without the necessity for 
liquidation and an accounting. This preamble serves the purpose of 
clarifying the intention of the parties and might play an important role 
should ambiguities creep in elsewhere in the agreement. 

The “ first offer ” commitment. In those instances in which any 
of the partners owns sufficient property to call for the payment of estate 
taxes upon his death, the agreement should contain a clause requiring 
any partner who retires to offer his interest in the firm for sale to the 
partnership or the other partners at the same price the governs on pur¬ 
chase in the event of a partner’s death, before he can make any other 
disposition of it. Such a provision seems to be required if the price is to 
be binding on death as to valuation of the partnership interest in a 
deceased s estate under the Federal estate tax law (see case of Claire 

Gtannmt Hoffman, 2 T. C. 1160, discussed at page 441 et seq. of the 
nook on Corporations). 

The commitment to »ell and to buy. A cross-purchase agree- 
, , should set out in unequivocal language that each partner, binding 

h.s heirs, personal representatives and assigns, agrees to sell to the surviv 
mg partners, and that the surviving partners agree to purchase all right 

' “1 Which the deceased Partner may have in the partner! 

t *““ ° f 1115 dCath - Where *■“ agreement is of the entitle 

the partner 8 commit their estates to sell their interests to the partntrsffip 
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The price to he paid , and valuation formula , if used. The pur¬ 
chase price to be paid for a deceased partner’s interest must either be 
stated in the agreement in dollars and cents, or the agreement must set 
out a crystal clear valuation formula or procedure to be used at time of 
death to determine the price. A cross-purchase agreement should further 
state that the proceeds of any life insurance made subject to it are not to 
be included in settling the value of a deceased’s interest. An entity agree¬ 
ment, on the other hand, should directly or indirectly take into considera¬ 
tion the insurance values if it is to arrive at an equitable price. 

If the purchase price is a stated amount, the agreement should also 
provide that the parties may revise the stated figure annually or more 
often by endorsing the revised purchase price upon the contract. This 
method has several distinct advantages. First, it cannot be misunder¬ 
stood. Second, each partner knows at all times the exact amount his estate 
will receive for the sale of his business interest in the event of his death, 
and can plan his estate and for the welfare of his dependents with an 
accuracy not otherwise possible. Third, knowing in advance the amount 
to be paid, the partners, by maintaining a like amount of insurance 
directly or through the partnership, may keep the purchase price fully 
insured, and in this way eliminate any necessity for supplementary pay¬ 
ments. In short, a stated purchase price simplifies and makes definite the 
whole arrangement. 

Against the advantages of a fixed-dollar price stand some disadvan¬ 
tages. One of these is that the partners may neglect to keep the figure 
current. If the partners are satisfied with the stated price, however, the 
efficacy of the agreement will not be impaired unless the amount is so 
inadequate at death as to work a fraud on creditors of the estate. Thus, 
we saw an agreement with a stated but inadequate price specifically 
enforced in More v. Carnes, 309 Ky. 41, 214 S.W.2d 984 (1948). And 
a partner’s refusal to negotiate in good faith the revision of a stated 
price, in accordance with the terms of the buy-sell agreement, would 
justify a court in abrogating the entire agreement (Helms v. Duckworth, 
249 F.2d 482; Duckworth v. Helms, 268 F.2d 584), because the part¬ 
ners are obligated to deal with each other in utmost good faith and fair 
ness. A critical disadvantage, however, is that a fixed-dollar price fails 
to reflect the fluctuations in the partners’ capital and income accounts 
resulting from withdrawals and contributions. This disadvantage may 
be largely overcome by providing that the stated price be adjusted for 
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changes in the deceased partner's capital and income accounts that have 
taken place since the date the price was last agreed upon. 

Many agreements use as the purchase price the actual book value of the 
deceased’s interest at time of death. While this method looks satisfactory 
at first glance, it has serious defects. First, the courts do not always agree 
on what is book value. Usually, they hold it to be "the value as shown 
by the books of the business, and no other value,” as in Succession of 
Jurisich, 224 La. 325, 69 So.2d 361 (1953). Another case, Rubel v. 
Rubel, 221 Miss. 848, 75 So.2d 59 (1954), added that it presupposes the 
existence of a proper set of books, and held that book value included 
the proceeds of a policy on the deceased partner’s life payable to the 
partnership and the cash surrender value of the policy it owned on the 
survivor’s life, even though neither item appeared on the firm’s general 
ledger. In a third case, New York's highest court in Aron v. Gillman, 
309 N.Y. 157, 128 N.E.2d 284 (1955), held 4 to 3 that book value as 
determined by audit included inventory at its actual value and not as 
posted on the books. The remedy is to describe in the agreement exactly 
what is meant by book value, if the term is used. The agreement should 
also identify the person who is to determine such value. 


Another serious defect is that book value alone never approximates 
actual value and is not intended to, as any accountant well knows. 
For example, the depreciation charged off reflects the provisions of the 
income tax law rather than actual depreciation of the firm’s assets. 
Moreover, the Jurisich and other cases hold that book value does not 
include good will not carried on the books, hence does not reflect the 
going-concern value of the partnership. Thus, if the partners insist on 
using book value despite its defects, at least it should be supplemented 
m the purchase price with an amount for good will if it exists. 

s ™. ,m P°^ ant k ma y be to include good will is well illustrated by 
Succession of Conway, 215 La. 819, 41 So.2d 729 (1949). There "capital 
and effects were held to include good will, and the deceased partner’s 

in r m 016 firm S g00d wU1 Was held to be $ 10 >°00 While his interest 
m other assets was only $6,655.77. Sometimes a stated amount is "d 

upon as the good will value. Quite frequently, good will is vied 
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a stipulated percentage of the book value will be capitalized 
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as equivalent to compensation for the personal services of the partners, 
and after deducting six per cent of the book value as earnings on 
invested capital—will be multiplied by five to ascertain the good will 
value to be added to the net ledger assets in arriving at the total value. 

Where an entity agreement is used, the partners should keep in mind 
in considering good will that if the agreement specifies a reasonable 
amount to be paid for good will, the payment will be treated as part 
of the purchase price for a deceased partner’s interest. As such, it will 
not be deductible by the partnership and under ordinary circumstances 
will not create tax liability for the recipient. On the other hand, any 
payments made for unspecified good will are deductible by the partner¬ 
ship and taxed as ordinary income to the recipient [I.R.C., Section 
736(b)]. Any substantial payments to be made of the latter type should 
be spread over several taxable years of the recipient, in order to minimize 
the amount of income taxes involved. 

Another method requires that the value of the deceased’s interest 
be fixed by a board of appraisers. For instance, a three-man board might 
be required, one to be appointed by the surviving partners, one by the 
deceased’s personal representative, and the third to be selected by the 
other two. 

Still another method establishes as the purchase price the value fixed 
under the Federal estate tax for the deceased partner’s interest. This 
plan is not recommended, however, because in most cases the consum¬ 
mation of the purchase would be considerably delayed by it. 

It is most important that, whatever method is adopted to ascertain the 
purchase price, its details be incorporated in the agreement in the clearest 
possible words so that no controversy will arise over the amount due the 
deceased’s estate. If the provisions are susceptible to more than one 
interpretation, then they should be rephrased by the attorney. The ac¬ 
countant for the partnership is the person usually best qualified to select 
the method that will most accurately reflect the true value of the partner¬ 
ship interest, and the attorney is, of course, the proper person to draft 
the wording of the provision in the agreement. However, this provision 
is so vital that neither the accountant nor the life underwriter should 
hesitate to criticize the nomenclature used if its meaning is not entirely 
clear to them. 

The financing of the purchase with life insurance. A recital 
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should appear in the agreement definitely stating that the life insurance 
made subject to it is for the purpose of providing the necessary cash to 
consummate the purchase of a deceased partner’s interest. The agreement 
should also definitely state that the proceeds of such insurance when 
received by the deceased partner s estate or heirs, whether received 
directly as insurance beneficiary or indirectly from the trustee or the 
survivors, shall be credited to the surviving partners as payment on 

account or in full, as the case may be, of the deceased partner’s interest 
in the partnership. 

By making these statements in the contract in so many words, any 

danger is removed that the estate or heirs will contend they are supposed 

to receive both the insurance proceeds and the value of the deceased’s 
business interest. 


Schedule of the life insurance policies. In the body of the agree¬ 
ment or in a schedule attached to and made a part of the instrument, 
there should appear a description of each life insurance policy made 
subject to it. Ample identification is provided if the agreement sets forth 
t e name of the insured, the policy number, the insurance company, and 
the face amount of each policy. In addition, a schedule should be pro¬ 
vided in which to record any future changes made in the insurance 
coverage by the adding, substituting, or withdrawing of policies if the 
agreement permits such changes to be made. 

aor ^ efu l schedulin g> so that the identity of all policies subject to the 
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Again, the precaution must be carefully observed to record in an 
attached schedule the details of any future changes made in the composi¬ 
tion of the insurance policies subject to the agreement. 

Adjustment to be made when the amount of insurance proceeds 
differs from the purchase price. When the death of a partner oc¬ 
curs, the amount of life insurance proceeds payable subject to the agree¬ 
ment may be exactly equal to the purchase price to be paid for the 
deceased partner’s interest, or it may exceed or fall short of that figure. 
It cannot be expected that these amounts will coincide if a valuation 
formula is used to ascertain the purchase price. And even if the pur¬ 
chase price is a stated amount, a death may occur when, for one reason 
or another, the full amount of insurance is not carried. Hence, every 
agreement should contain provisions specifying the adjustments that are 
to be made when the insurance proceeds and the purchase price differ in 
amount. 

When the insurance proceeds exceed the purchase price, it is usually 
provided in a cross-purchase agreement that an amount equal to the 
full amount of such proceeds shall nevertheless be paid over as being 
the minimum purchase price. Although any other disposition of the 
excess proceeds that the partners desire can be provided for, the estab¬ 
lishment of the insurance money as the minimum has the important 
advantage that it enables each partner to know the minimum amount 
his estate and heirs will receive. This is particularly valuable informa¬ 
tion if the purchase price is to be derived from the application of a 
formula after death. Where an entity agreement is used, it is customary 
to provide that any excess of insurance proceeds over the purchase price 
collected by the partnership on the deceased partner’s life shall be re¬ 
tained as general partnership funds. 

When the purchase price exceeds the insurance proceeds, it is cus¬ 
tomary to provide that the balance will be paid by the delivery of a 
series of interest-bearing notes made by the surviving partners or the 
partnership, depending upon the type of agreement, and payable to the 
estate of the deceased partner. This series of notes may be specified to 
run for a few months or for a period of years, depending upon the 
circumstances of the particular case and the wishes of the partners. Some 
agreements leave the details of paying any balance entirely in the han s 
of the surviving partners and the personal representative of the de 
ceased, to be agreed upon by them at the time of death. There are, how 
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ever, two objections to this. First, it may lead to bickering and con¬ 
troversy and it may result in arrangements too harsh for the survivors, or, 
on the other hand, it may be too liberal for the best interest of the de¬ 
ceased's estate. Second, one of the basic requirements of a valid contract 
is that its terms be definite; and it is possible that some court might 
construe such a loose provision as too indefinite. Whether or not this 
danger is remote, it can easily be avoided; and at the same time the 
provisions can be made sufficiently flexible. For example, it may be 
provided that any balance of the purchase price is to be paid in instal¬ 
ments of a specified amount at specified intervals, thus allowing the 
number of instalments to vary with the size of the total balance. The 
partners usually know approximately how much a survivor or the firm, as 
the case may be, will be able to pay periodically without financial embar¬ 
rassment. Therefore, this arrangement seems to afford the most satisfac¬ 
tory solution, supplying as it does, both definiteness and flexibility. 
Under any instalment arrangement, there should always be the privilege 
of accelerating payments. 

Before leaving this topic, it should be emphasized again that maximum 
benefit can be obtained from an insured purchase and sale arrange¬ 
ment only when the partners keep the purchase price as fully insured as 
possible. Most partners realize this, with the result that in the great 
majority of cases the balances payable over and above the insurance 

proceeds are either non-existent or represent an insignificant part of the 
total purchase price. 


The payment of premiums. The agreement should designate who 

“ 0Wlgated to P a y the premiums on each policy included under it. In 
e case of an entity agreement, the premiums are paid by the partner- 
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each policy during the insured's lifetime. This will be the partnership, 
in the case of an entity agreement. The logical partners to own these 
rights in the case of each policy under a cross-purchase agreement are 
the particular premium payers. However, an exception to this may well 
be made in a trustee beneficiary case, discussed under the following 
heading. 

The agreement should further state that the rights in the policies shall 
be exercised by the respective owners only for the purpose of carrying 
out the terms of the agreement. 

The insurance beneficiary arrangements. The agreement should 
definitely state who are to be designated beneficiaries of the life insur¬ 
ance policies made subject to it. This is another provision, however, 
that offers the partners and their attorneys considerable choice. 

The agreement may stipulate that a specified individual or trust 
company, preferably the latter, be designated as beneficiary. However, a 
necessary antecedent to this is the selection by the partners of the trustee 
plan of administering the terms of the agreement and the preparation 
and execution of the instrument as a trust indenture. At this point, there¬ 
fore, a brief word-sketch of the workings of the trustee arrangement will 
be drawn. 

Under the trustee plan, the trustee selected by the partners (usually 
their own bank, if it has trust powers) becomes a party to the agree¬ 
ment. The contract is drawn up in the form of a business insurance trust 
agreement, the provisions of which follow the general buy-sell contract 
form, modified and supplemented by the trustee provisions. These re¬ 
quire, of course, that the life insurance policies be made payable to the 
trustee and that the policies be kept in the possession of the trustee. 
Ownership rights in the policies, that is, the right to exercise the benefits 
and privileges contained in the insurance contracts during the lifetime 
of the insured, may be retained by the partners (or by the partnership, 
if it is an entity agreement), or may be given to the trustee. Although 
funds with which to pay the premiums may be deposited with the trustee, 
customarily the partners themselves (or the partnership, under an entity 
agreement) pay the premiums directly to the insurance company, and 
it is common practice in either event to have the dividends on any 
participating policies applied against current premiums. 

It is after a death occurs, however, that the important provisions of the 
trustee plan begin to function. Under the beneficiary designation in the 
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policies, the death proceeds are collected by the trustee. Then, if the 
agreement provides for the application of a valuation formula in order 
to ascertain the value of the deceased partner’s interest, the trustee either 
applies the formula itself, or sees that it is properly applied, whichever 
is called for by the provisions. The value having been obtained, either 
from a clause in the agreement setting out a certain figure or from the 
application of the formula specified in the agreement, the trustee, after 
deducting its commissions, turns over to the deceased’s executor or 
administrator as much of the insurance proceeds as is required to pay 
the purchase price of the deceased partner’s interest, disposing of any 
excess of proceeds as stipulated. 

If the insurance proceeds, however, do not equal the purchase price, 
then the trustee procures from the surviving partners or partnership, ac¬ 
cording to the type of agreement, a series of notes, as called for in the 
agreement, payable to the deceased’s estate and aggregating the balance 
owed by the survivors; and it delivers these notes, together with the in¬ 
surance proceeds, to the personal representative. Simultaneously with 
the payment of the purchase price, the trustee requires the delivery to it 
by the executor or administrator of an assignment that transfers the 
decedent s partnership interest to the surviving partners (or the partner¬ 
ship) and waives any right to an accounting from them. The trustee then 
delivers the assignment to the survivors (or partnership) and disposes of 
e insurance policies on the lives of the survivors as directed in the 


agreement, and the trust is terminated. 

This brief resume of the trustee plan shows that the trustee functions 
as a disinterested, experienced, and responsible third party, carrying 
through the consummation of the purchase and sale with smoothness 
and d^patch, and relieving the partners of most of the details and 

°t ^ 1 0C f^ S> ** * s P re ^ erre ^ plan for the partners to use. 

nstead of setting up an agreement under which a trustee is designated 
eneficiary of the life insurance, the partners may select any one of 
several other arrangements, each of which has its advantages. The space 
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partners. Also, this question does not arise on the death of a partner in 
a two-man partnership under such an agreement because the deceased 
partner’s estate will be paid the value of his interest from the partner¬ 
ship funds, which include the proceeds of the insurance on the de¬ 
ceased partner’s life, and the remaining business assets, including the 
policy on the life of the survivor, will belong absolutely to the survivor. 
Where there are more than two survivors, the policies on their lives 
continue operative under the entity agreement. 

An individual cross-purchase agreement should contain provisions 
relating to the disposition of the insurance subject to it on the lives of the 
survivors. The nature of these provisions depends upon whether the 
agreement is to continue beyond the first death, or is to terminate upon 
the purchase of the interest of the partner first to die. If the agreement 
is to terminate, as in the case of a death in a partnership composed of 
two partners, the agreement should contain provisions disposing of the 
policies on the life of the surviving partner and allowing him the op¬ 
tion to take over the contracts if he so desires. Such an option is valuable 
to him for several reasons. Foremost is the possibility that he might not 
be insurable at the time of his partner’s death. And even if he is insur¬ 
able, new insurance would require a higher premium outlay to maintain. 
Furthermore, the policies that have been maintained on his life under 
the agreement have usually been in force a sufficient time to make them 
incontestable, and they often contain other privileges and benefits on a 
more favorable basis than is the case with new policies. Because of these 
advantages to the survivor, and further, because the contracts usually 
have substantial cash values that have been created in whole or in part 
out of premiums paid by the deceased partner, the surviving partner 
should be required to pay the deceased’s estate a reasonable sum for their 
acquisition. 

Most cross-purchase agreements provide that the estate will be re¬ 
imbursed to the extent of the cash values created under the plan by 
premiums that have been paid by the deceased partner. For example, if 
there were only two partners and each had paid the premiums for the 
insurance on the life of the other, the premiums that have been so paid 
by the deceased partner have created the entire cash value in the survi¬ 
vor’s policies; the agreement would provide that the survivor may ac¬ 
quire this insurance upon paying the deceased’s estate the cash value 
of it—plus any unearned amount of premium. 
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It should be noted that, under this arrangement, the surviving 
partner can easily finance the taking over of these contracts, because he 
can always borrow from the insurance company the amount he must pay 
over. If two partners have contributed equally to the premiums, then 
the agreement would require the surviving partner to pay the deceased's 
estate one-half of the joint cash values of all the policies as of the day 
before the death occurred. It should be noted here, however, that, ex¬ 
cept in the case of equal ages, the cash values of the insurance taken 
over on this basis will be greater or less than the amount the surviving 
partner is required to pay over for the policies. It is apparent that either 
of these methods is also applicable if there have been three or more 
partners. Ordinarily the surviving partner is given at least thirty days 
from date of the personal representative's appointment in which to act, 
after which period the deceased’s personal representative may surrender 
the insurance for the account of the estate. 


A popular modification of the cash-value-reinmbursement method is 
to require the surviving partner to reimburse the deceased's estate for 
the premiums paid, in the event that a claim occurs before the policies 
on the life of the survivor have been in force a sufficient period of time 
to contain cash values. This seems just, for in such a case the insurance 
gam of the survivor would be large, and he can well afford to refund to 
the estate the premiums that the deceased partner has paid. 

Occasionally, a cross-purchase agreement provides that the policies 
on the survivor’s life shall belong to him without reimbursing the de¬ 
ceased partner’s estate for them. Of course, the partners can make such 
a stipulation if they wish, but it is not a fair arrangement unless the 
purchase price agreed upon has taken this into consideration. In the 
even o a death, the surviving partner profits to the extent that the 
amount of insurance proceeds payable exceeds the premiums he has 
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purchase the other’s partnership interest upon his prior death. When 
one of the partners dies, the fund that the surviving partner has been 
building up automatically becomes self-completing for the face amount 
of the insurance carried. This particular fund has been accumulated 
entirely from the premiums paid by the survivor, and he is fully entitled 
to it all, for the purpose of buying the deceased partner’s interest. The 
fund that was being accumulated by the deceased partner did not mature, 
but usually it has developed substantial cash values, entirely created by 
the premiums paid by the deceased partner. Clearly, his estate is entitled 
to the current amount of his fund, viz., the amount of the cash values in 
the policies on the life of the survivor. 

As already indicated in the case of a two-man partnership, where a 
cross-purchase agreement does not run beyond the first death, the agree¬ 
ment should grant the respective insureds an option to purchase the 
policies on their own lives owned by the deceased partner’s estate. Where 
there are more than two partners and the agreement is to continue 
beyond the first death, the surviving partners other than the insured in 
each instance are granted an option to purchase the insured’s policy. 
Thus if Jones and Smith are the surviving partners, Jones will have an 
option to purchase from the deceased partner’s estate its policy on the 
life of Smith; and vice versa. In this manner, all of the insurance on 
surviving partners subject to the agreement can remain subject to it on 
a cross-insurance plan, as long as the partnership operates. Such purchases 
will not subject the death proceeds of the policies to income tax as having 
been transferred for value, because policies may be transferred for value 
to a partner of the insured (or to a partnership in which the insured is 
a partner) under an exception to the transfer-for-value rule [I.R.C., Sec¬ 
tion 101(a)(2)(B)]. 

Provision that the deceased?s estate he held harmless from 
claims of creditors of business. In agreeing upon the value of their 
partnership, the partners will have in mind, not its gross assets, but its 
net worth: its assets, less its outstanding obligations. Therefore, when 
the deceased partner’s interest is purchased at the agreed valuation, his 
estate receives payment based upon the net worth of his share in the 
firm. In other words, the deceased’s share of the outstanding liabilities 
having been subtracted in arriving at the purchase price of his interest, 
his estate receives no money with which to pay these obligations. The 
deceased has in effect paid his share of the debts of the firm by accepting 
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the valuation of his interest on a net-worth basis. It clearly follows, then, 
that the buy-sell agreement should contain a provision that the surviving 
partners should assume all the obligations of the partnership, and that 
the deceased’s estate should be held harmless from the claims of the 
creditors of the firm. 


Provisions for amending, revoking, or terminating the agree¬ 
ment. It is customary to include in the buy-sell agreement a state¬ 
ment that it may be amended or revoked by a writing signed by all the 
partners. If a trustee is a party to the agreement, it is usually necessary 
to provide that no amendment may be made that will increase the ob¬ 
ligations or reduce the rights of the trustee without its written consent. 

It is customary, also, to include in the agreement a clause stating that 
the agreement will automatically terminate upon the happening of such 
events as, for example, the lapse of insurance subject to the agreement, 
or the dissolution, other than by death, of the partnership. This clause 
should provide that upon termination of the agreement, each partner 
is entitled to acquire the policies on his own life after completing what¬ 
ever financial adjustment is stipulated. For instance, if there were two 
partners, each of whom had paid premiums on the other’s policies, then 
it could be stipulated that each partner could acquire the policy on his 
own life by paying the other the cash value of it. 

The foregoing analysis has touched upon the principal provisions 
that should be contained in a partnership buy-sell agreement. Sample 
forms of agreement have been omitted purposely. The inclusion of one 
or two would tend to narrow the discussions; the inclusion of an ade¬ 
quate number would be impracticable. They are readily obtained from 
e orm books, from the legal departments of trust companies and 
insurance companies, and from the speckled business insurance 
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CHAPTER 12 

Who Should Pay the 
Life Insurance Premiums 


There are a variety of ways in which payment of 
premiums for the life insurance made subject to a buy-sell agreement 
may be allocated. Premiums may be paid by partners other than the 
insured under each policy, they may be pooled and paid pro rata by 
the partners, they may be paid by the insured partner in each case, or the 
partnership itself may pay them. In order that an intelligent choice 
may be made from among these methods, each arrangement will be dis¬ 
cussed in this chapter. 

Premiums paid by partners other than the insured. Where a 
cross-purchase agreement is used, this is the logical arrangement. Keep¬ 
ing in mind that the true nature of the insurance method of supplying 
the purchase price is an advance-instalment accumulation plan under 
which the insurance premiums constitute the instalments, then it follows 
logically that the premium payer in the case of each policy under the 
plan should be the partner or partners to whose account the insurance 
proceeds payable on death will be credited as purchase money. Applying 
this basic principle, the premiums for each policy should therefore be 
paid by the partners other than the one insured under it, and such 
premium payments should be contributed by these other partners in the 
same ratio in which the interest of the insured will be purchased and 
shared between them upon the insured’s death. Perhaps this allocation 
of premiums appears more complicated than it really is; a few examples 
may prove helpful. 

If there are only two partners, each should pay the premiums on t e 
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insurance covering the other’s life, for it is the survivor who will be 
given purchase-money credit for the insurance proceeds paid, and the 
survivor will take over all of the deceased’s interest in the business. 

If there are three equal partners, each should pay one-half of the 
premiums for the insurance on the lives of the other two; for in the 
event one of the others should die, each will receive purchase-money 
credit for one-half of the insurance proceeds, and each will acquire one- 
half of the deceased’s interest in the firm. Exactly the same principle 
can be followed with a larger number of partners. 

Again, this is the correct principle to apply if the partnership inter¬ 
ests in the partnership are not equally divided, or if, the interests being 
equal, the partners desire unequal interests between the survivors in 
event of a death. 

For instance, Jack, Jim and Joe are equal partners. If Jack should 

die, Jim and Joe desire to own the business equally between them; hence 

they will each contribute one-half the premiums for the insurance on 

Jack s life. If Jim or Joe should die first, however, Jack does not want 

to increase his one-third interest in the business; hence Jim will pay 

the entire premiums for the insurance on Joe’s life, and vice versa, and 

in the event of the death of either, the other will own a two-thirds 
interest. 


To illustrate further, Ben might have a one-half interest in a three- 
member partnership, with Bill and Bob each owning a one-fourth in¬ 
terest. They desire a continuation plan that in the event of a death will 
a Jow the interests of the survivors, after they acquire the interest of 
the deceased, to bear the same ratio to each other as before. In other 
words, the ratio of Ben’s interest with each of the others is one-half to 
one- ourth, or two to one. To maintain this fixed relation he will have 
to acquire two-thirds of the interest of either Bill or Bob; hence he 
shoifid pay two-thirds of the premiums for the insurance carried on each 
Of *em. However, the ratio between Bill and Bob is one to one, or 

Be^s’ hfe" 06 W0UW Pay ° ne ' half the P remium5 for insurance on 

The following exhibits in tabular form (in fractions of the total 
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PREMIUM PAYMENTS 


Insurance on Ben’s life 
Insurance on Bill’s life 
Insurance on Bob’s life 


by Ben by Bill by Bob 

- y 2 y 2 

2 / 3 - y 3 

2 /s Vs - 


In cases in which there are three or more partners it is a simple matter 
to prepare and include in the agreement a schedule of premium alloca¬ 
tions, worked out on whatever basis is decided upon by the partners. 
It is a simple matter, also, to arrange for the partnership to draw the 
premium checks, charging them to the accounts of the individual part¬ 
ners in accordance with the allocation schedule agreed upon. 

Suggestions are outlined in Chapter 14 as to adjustments that may 
be made in the event a partner holding a smaller interest is unable to 
pay all the premiums allocated to him. 

Pooling of premiums. Although the foregoing method of allocat¬ 
ing premium payments in the case of a cross-purchase agreement is cor¬ 
rect in principle, and is ordinarily used, other methods are also used. 
One such other method is to "pool” the entire premiums and require 
each partner to pay a part. If the partnership interests are equal and 
the partners’ ages are close, rough equity is achieved among the part¬ 
ners by requiring equal contributions from them to the pool. If the ages 
vary considerably, however, the plan unduly favors the younger part¬ 
ners at the expense of the older ones. If the interests are unequal, then 
the pooling of the premiums merely "scrambles” the equities, regard¬ 
less of the basis upon which the partners contribute to the pool. If there 
are substantial differences, both in the ages and in the interests of the 
partners, then by a pooling of premiums the equities of the individual 
partners in the financing arrangement might be said to have been beaten 
into an "omelet.” 

The pooling arrangement results in an equal sharing of the premium 
payments; but on principle they should not be equally shared except in 
the freak situation where both ages and interests are equal. Moreover, if 
premiums are shared equally, then it logically follows that the resulting 
benefit in the event of a death should likewise be shared equally. In 
other words, it follows logically that the deceased partners estate 
should be entitled to his aliquot share of any insurance profits made: in- 
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surance death proceeds received in excess of premiums paid. Of course, 
no such sharing of profits is provided for the practical reason that the 
balance of proceeds left to be credited against the purchase price would 
fall short of the amount required. The principle of the sharing of bene¬ 
fits, however, is usually applied partially, by giving the deceased part¬ 
ner credit for his pro rata share of the cash values of all policies as of the 
date of death. Sometimes he is also credited with his pro rata share of 
any death proceeds that may be in excess of the purchase price, but 
the fact remains that the pooling arrangement is a "share and share 
alike” method on the debit side only. 

Premiums paid by respective insureds. Employing another 
method, a cross-purchase agreement could specify that each partner 
pay the premiums for the insurance on his own life. It should not be 


necessary to point out that this is totally wrong in principle, for in effect 
each partner is maintaining the fund with which to purchase property 
that he already owns, his own partnership interest. 

Premiums paid by the partnership itself. Under an entity type 
agreement, die premiums should of course be paid by the partnership. 
The firm will own the policies and the cash values will appear on the 
partnership books as assets. Mathematically, the payment of the pre¬ 
miums by the firm is the same as if each partner had contributed that 
part of the total premiums which is proportionate to his distributive 
share of the partnership income. Therefore, the purchase price set under 
this type of agreement should at least take into consideration the cash 
jf ““ aU th * P° 1,cies immediately before the death of a partner. 
Id^ly the purchase price should also take into consideration the excess 

partner s hfe-as such proceeds collected by the partnership constitute 
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CHAPTER 13 

The Life Insurance 
Beneficiary Arrangements 


IN CHAPTER 11, IT WAS POINTED OUT THAT THE PART- 
ners and their attorneys are offered a considerable choice in the matter 
of the beneficiaries that may be designated to receive the life insurance 
proceeds payable under the insured partnership buy-sell agreement. In 
that chapter it was also pointed out that an arrangement by which a 
trustee is made a party to the agreement to carry out its provisions as an 
impartial third party and is accordingly designated as the life insurance 
beneficiary, was to be preferred. However, cases frequently occur in 
which the partners, either because the amounts involved are compara¬ 
tively small, or for other reasons, do not desire a trust plan. It is im¬ 
portant, therefore, to know what other beneficiary arrangements are 
available to the partners and the relative merits of each arrangement. 

Designation of the surviving partners as beneficiaries. If the 
trustee plan is not selected, then the designation of the surviving part¬ 
ners as insurance beneficiaries is the most logical alternative choice in 
the case of a cross-purchase agreement. By the terms of the continuation 
agreement, the survivors have usually paid the premiums for the in¬ 
surance on the deceased’s life, and have owned it, subject to the neces¬ 
sary restrictions against its use for other purposes; therefore, to pay the 
death proceeds to those who have created and owned the fund makes 
sense. Furthermore, this designation logically puts the purchase money 

in the hands of the individuals who owe it. 

This arrangement also tends to set up an equilibrium between the 
deceased’s estate and the surviving partners after the insurance pro- 
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ceeds are paid to the beneficiaries. The surviving partners who are ob¬ 
ligated to buy and to pay the purchase price for the deceased’s interest, 
hold these insurance proceeds. The executor or administrator, who is 
obligated to sell and to transfer the deceased partner’s interest, holds the 
title to that interest. (The surviving partners also hold the specific part¬ 
nership property', but no change in the title or possession of that prop¬ 
erty is required by the plan.) Hence this beneficiary designation results 
in a reasonably balanced situation, with each side of the transaction 


holding something that it is obliged to deliver over to the other side 
simultaneously upon receipt of something that the other side possesses. 
Accordingly, the consummation of the purchase and sale should go 
through smoothly, upon the survivors paying over the purchase price 
and receiving back a transfer of the deceased’s interest in the firm. The 
possibility that a serious difficulty will develop is remote if ail the parties 
concerned realize that, should one side balk at going through with the 
plan, the other side may demand and obtain, by court enforcement if 
necessary, specific performance of the transaction. 


The trustee plan is superior in that, among other things, it segregates 
t e insurance proceeds by having them paid to a disinterested third 
party as stakeholder; but there is no basic reason why a properly set up 
cross-purchase plan that pays these proceeds into the hands of the sur¬ 
viving partners should not function satisfactorily. 

The surviving partners should not be the beneficiaries of the insur¬ 
ance where an entity type of agreement is used. 
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insured partner’s estate as the beneficiary does not result in a balanced 
situation after a death occurs, for the reason that the executor or ad¬ 
ministrator holds both the insurance money and the title to the partner¬ 
ship interest of the deceased partner. Consequently, delivery of every¬ 
thing, or almost everything (in case the purchase price had not been 
fully insured), that the personal representative is entitled to receive 
under the agreement has already been made before the parties are 
brought together, and there does not remain an equal exchange of values 
to be made between them. In other words, the parties do not meet on 
an equal footing to conclude the transaction. This arrangement creates 
an obstacle to the smooth functioning of the plan. 

The designation of the insured’s estate as beneficiary creates the pos¬ 
sibility that the principle of the Legallet case will be applied so that the 
insurance proceeds will not be included in the income tax bases of the 
partnership interests of the surviving partners—or, in the case of a two- 
man partnership, in the basis of the assets acquired by the survivor. That 
case is discussed later. Suffice it to state here that the opinion in that case 
relied heavily on the Mitchell case (also discussed later), which involved 
proceeds payable to the insured’s estate as beneficiary. 

Proceeds paid to a deceased partner’s estate as beneficiary are in¬ 
cludible as such in his gross estate for Federal estate tax purposes. There¬ 
fore, with such a beneficiary there is the possibility that the Government 
will attempt also to include the value of the deceased partner’s interest. 
Such an attempt at double estate taxation was made in the Mitchell case, 
involving close corporation stock. Although such attempts have con¬ 
sistently failed (Estate of Ray E. Tompkins, 13 T. C. 1054 (1949), in¬ 
volving a partnership interest), insurance arrangements that make such 
attempts possible are to be avoided. 

It should be pointed out that the designation of the deceased part¬ 
ner’s estate as beneficiary is not suitable unless the agreement specifies 
that the insurance proceeds shall constitute the minimum price in the 
event the stipulated method of valuation produces a lesser amount. If 
the insured’s estate is the beneficiary, the insurance proceeds become 
part of the taxable estate of the deceased partner, against which the 
personal representative is allowed to credit the value of the deceased s 
interest to the extent that the amounts overlap. Hence, if the insurance 
proceeds should be in excess of the value of the deceased s interest an 
if the agreement should call for a sharing of that excess with the sur 
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viving partners, the personal representative must persuade the Treasury 
Department that it is entitled to deduct the amount of excess paid back 
to the survivors. He thus creates another possible source of controversy 
over the amount of estate taxes due. 


Designation of personal beneficiaries of the insured partners. 
Considerable demand has developed, particularly in connection with 
smaller partnerships, for an insured buy-sell plan that will allow each 
partner to designate his personal beneficiaries to receive the proceeds 
of the policies on his own life in order to take advantage of the attractive 
instalment settlement options contained in the policies. Pressure for 
such a plan has been and is being exerted by life underwriters as well 
as by partners because of a laudable desire to reap double benefits from 
the insurance. The objective is to have the insurance proceeds function, 
first, as business insurance, to supply the purchase money for the de¬ 
ceased partner's interest, and second, as personal insurance, to have the 
purchase money remain in the form of insurance proceeds payable to 
the deceased s family in instalments under the policy options, which 
enables the partners to use it as part and parcel of their personal in¬ 
surance programs. 


Although there are double benefits to be derived from the successful 
working of such a plan, there remain a number of very serious obstacles 
in it that must be overcome. The partnership interest of the deceased 
partner is an asset of his estate, and the insurance proceeds are the pur¬ 
chase money for it. Therefore, if the surviving partner is to have the 
undisturbed right to all of the assets of the partnership, it follows that 
these insurance proceeds must be made available for the payment of 
claims of creditors of the estate unless other funds are available to satisfy 
such claims. Silverthorne v. Mayo, 238 N.C. 274, 77 S.E.2d 678 (1953). 

A second obstacle is the possibility that heirs of the deceased partner 
other than those designated as beneficiaries will claim rights in the in¬ 
surance proceeds on the ground that these proceeds represent payment 
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A fourth obstacle inherent in the designation of personal beneficiaries 
is the danger that such beneficiaries will claim both the insurance pro¬ 
ceeds and their share of the value of the partnership interest on the 
ground that the insurance was personal. This obstacle, however, may be 
disposed of at once by stating that whenever a personal beneficiary ar¬ 
rangement is set up, the wording of the agreement must leave no doubt 
whatever that these insurance proceeds are in payment of the insured’s 
interest in the firm. 

With respect to the first obstacle, various arrangements have been 
suggested for making sure that the claims of creditors of the deceased 
partner will be taken care of, so that these personal creditors, or the 
deceased’s personal representative (whose first duty as estate fiduciary 
is to pay creditors’ claims and who is subject to surcharge for any failure 
in duty) will not interfere with the full transfer of the deceased’s in¬ 
terest in the partnership to the survivor. 

One suggestion is simply to make sure that there will be ample cash 
from other sources in the insured’s estate to pay the debts of the estate. 
This might be done, as a practical matter, if the particular partner has 
an estate other than his partnership interest sufficient to pay all estate 
claims, including taxes, by making certain that he has a valid will which 
provides for these payments from this other estate property. This ex¬ 
pedient is not sensible, however, if it results in the necessity for forced 
sale of other estate assets to raise cash, when such cash could have been 
provided from the partnership purchase and sale transaction. The net 
result would be that the partner, by setting up the partnership buy-sell 
plan, has eliminated any loss from liquidation of his partnership in¬ 
terest; then, by designating personal beneficiaries for the partnership 
insurance, he has substituted the losses from the forced liquidation of 
other assets. If the cash that will be needed is much smaller in amount 
than the purchase price of his partnership interest, the dilemma of 
liquidation losses can be solved by the purchase of the required amount 
of additional personal insurance, payable in cash to his estate. 

If, however, the amount of cash that will be needed by his estate can¬ 
not be closely predicted (which has often been the case in the past and 
will be the case even more frequently in the future because of the con¬ 
tingent nature of the estate tax marital deduction), or if the amount ap¬ 
proximates the value of his partnership interest, then it is far better for 
him to set up the normal partnership buy-sell plan, under which the 
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purchase price will be paid by the buyer or trustee to his estate in 
cash, and to place all of his personal insurance under the settlement 
options. 

Another suggested plan to make certain that the claims of creditors 
of the deceased partner’s estate will be settled goes to the heart of 
the legal difficulties involved, and therefore appears to have real merit. 
It may be illustrated by a two-man partnership under a cross-purchase 
agreement. Each partner purchases, owns and pays the premiums on the 
insurance covering the other's life. The owner designates himself as 
first beneficiary, and designates as second beneficiary the person selected 
by the insured—usually his wife. Each policy provides for settlement 
with the first beneficiary under the interest option, with right of with¬ 
drawal and the right to release the proceeds to the second beneficiary 
within a stated period of one or two years. Each partner in his will be¬ 
queathes his partnership interest, subject to the terms of the agreement, 
to the person he has selected to be named second beneficiary under the 
policy on his life. Upon a partner's death, his executor will proceed 
with the estate administration, and in due course will be ready to trans¬ 
fer the decedent's interest in the firm to the survivor. The survivor will 
supply the purchase price to the extent of the proceeds either by with¬ 
drawing and paying them over to the executor, or by releasing his in¬ 
terest in the proceeds in favor of the second beneficiary. If the latter, 
the second beneficiary may then elect settlement under one of the other 


options. Under this arrangement the insurance proceeds constituting 
the purchase price for the deceased partner’s interest are made available 
to the personal representative if and to the extent that they may be 
needed during a period presumably sufficient to administer the estate. 

Under the above modified personal beneficiary arrangement, the 
surviving partner (or partners) is usually designated as beneficiary and 
given the right of withdrawal during the period that the proceeds are 
e d at interest in order to give the survivor constructive receipt of the 
proceeds m the light of the Legallet case, discussed later, the holding in 
that case constituting another serious obstacle to be overcome. If, how¬ 
ever ,t is considered desirable to have the funds under the control of a 
disinterested third party during the interest period, some companies are 
wimg to permit the designation of a trustee as first beneficiary. This 
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the period, the proceeds can be made available to the personal bene¬ 
ficiaries of the deceased if they are previously designated as second 
beneficiaries in the policy to take over automatically at the expiration of 
the interest period, or upon proper relinquishment by the trustee of all 
interest in the proceeds. 

It is apparent that the first obstacle encountered in naming personal 
beneficiaries (rights of estate creditors) is adequately overcome by this 
ingenious modification of the usual personal beneficiary provision in 
the case of policies of those companies that are willing to permit such 
provisions to be set up. 

Various plans, including the above modified personal beneficiary ar¬ 
rangement, have been suggested also for overcoming the second ob¬ 
stacle: viz., that heirs of the deceased partner will claim rights in the 
insurance proceeds on the ground that these proceeds, representing pay¬ 
ment for the partnership interest, must be distributed as estate assets. 
Before these suggestions are outlined, something more should be said 
about the underlying problems involved. 

In the absence of a will, the intestate laws of each state prescribe that 
the decedent’s property is to go to specified classes of heirs in specified 
proportions. In New York, for example, the property of a man dying 
without a will and leaving a widow and children, goes one-third to the 
widow and two-thirds to the children and to the descendants of any 
deceased child. Therefore, if the widow is named as beneficiary of the 
partnership purchase insurance, and if there is no will, there is a pos¬ 
sibility that one of the heirs who would otherwise have shared in the 
value of the business interest will claim that the personal beneficiary 
designation has illegally taken away his intestate share of the purchase 
price paid for that interest. 

By means of a properly prepared will, the possibility of interference 
from heirs other than those who are given a right to renounce the bene¬ 
fits of the will and to take under statutory provisions, can be eliminated. 
But a problem may be presented by the fact that the laws of most states 
give certain heirs, ordinarily the widow and usually any children born 
after the making of the will and not mentioned in it or not otherwise 
provided for, an election to take against the will up to the amount they 
would have been titled to receive in the absence of a will. The widow, 
at least, usually has an indefeasible right to a share of a decedent s estate, 
will or no will, and she cannot be denied this right except by her own 
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voluntary waiver in a formal manner commonly prescribed by statute. 
In this connection, it should be noted that insurance proceeds in any 
amount payable to her as a direct beneficiary do not defeat or reduce a 
widow's statutory rights in most, if not all jurisdictions, because her 
rights are in the property passing through the decedent’s estate. There¬ 
fore, should she or any other heirs simply be designated as personal 
beneficiary of the partnership purchase insurance, will or no will, there 
is a possibility that the widow will attempt to upset the plan, unless a 
valid waiver has been obtained from her in advance. 


An example of this is shown in Buehrle v. Buehrle, 291 Ill. 589, 126 
N. E. 539 (1920). Two brothers, a few years after having inherited a 
wholesale liquor business from their father, insured themselves for 
$5,000 under a joint-life fifteen-year endowment policy, payable to the 
widow of the first to die, and they entered into an agreement stating that 
each would make a will leaving his partnership interest to the other. 
They also agreed that on the death of one the entire business “shall 


belong to the survivor of said parties, provided said insurance policy 
above mentioned is kept in full force and valid and payable to the widow 
of such deceased party. ’ On the same day the agreement was signed, 
the brothers also executed wills in conformity with the agreement and 
conditioned upon the policy being in full force and effect at the first 
death. Premiums on the policy were paid by the partnership. 

Upon the death of one brother seven years later, his widow collected 
the $5,000 proceeds. However, an audit of the partnership books made 
the day after the death showed the assets to be worth $69,905.10. As 
soon as the widow learned of the contents of the will and the contract 
she renounced her rights under the will, elected to take her statutory 
share, and charged herself with the insurance proceeds. The surviving 
rother contended that the partnership interest passed to him under the 
terms of the agreement itself, but Illinois' highest court held that it 
was an agreement for the making of mutual wills rather than a survivor- 
ship contrart and that the wife was entitled to her statutory rights in her 

^ W ^ UP r° n hM renunciati ° n “d her election to fake under 
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Where the partnership interest of a deceased partner passes by the 
terms of purchase and sale in a cross-purchase agreement, some courts 
have held that unless the purpose of the transaction was to evade a 
statutory provision or to offend public policy, an individual designated 
to receive the purchase price has proper legal right to it, as against 
everyone but unpaid creditors of the estate, as the beneficiary of a valid 
and enforceable third-party beneficiary contract. The Michigan Supreme 
Court so held in Ireland v. Lester, 298 Mich. 154, 298 N. W. 488 
(1941). The facts of this case were reviewed in Chapter 8. 

The Supreme Court of North Carolina arrived at a similar decision 
in Silverthorne v. Mayo, 238 N.C. 274, 77 S.E.2d 678 (1953). In that 
case the partnership agreement specified that the purchase price for the 
deceased partner’s interest was to be paid direct to his widow. She was 
to receive $1,500 in bonds immediately, and was to be paid the sum 
of $8,500 at the rate of $1,000 a year. The deceased partner left no 
will. The widow died after receiving only one annual instalment of the 
purchase price, and a legal controversy arose between the beneficiaries 
under her will and the distributees of the deceased partner’s estate as to 
which group was entitled to the balance of $7,500. The court held that 
the widow had received the right to the purchase price as the designee 
of the payments in a valid third-party beneficiary contract; hence those 
taking under her will were entitled to the balance payable after the 
widow’s death. The following quotation from the opinion shows that 
where a deceased partner’s interest is sold under a buy-sell agreement 
and the purchase price is to go to the widow, the arrangement eliminates 
the problem of the deceased partner’s heirs but does not eliminate 
creditors of his estate who are not paid from other funds: 

Ordinarily, a surviving partner, in the absence of a partnership 
agreement providing otherwise, is charged with the duty to pay 
the firm debts, collect the partnership accounts, and account to 
the personal representatives of the deceased partner. It naturally 
follows that a partnership agreement is not binding on the firm s 
creditors unless they assent. 68 C. J. S., Partnership, § 401 ( ), 
page 921. Furthermore, an interest in a partnership may be sub¬ 
jected to the payment of the individual debts of the partner. 
Therefore, the disposition of property by contract, enforceable at 
death, does not exempt such property from liability for the debts 
of the decedent any more effectually than if the property ha een 
disposed of by will. However, it would make no difference in the 
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instant case whether the balance due is paid to the executor of the 
last will and testament of Dorcas Jane Silverthorne or to an ad¬ 
ministrator of the estate of R. S. Silverthorne; provided there are 
no unsatisfied creditors of his estate. In no event would the dis¬ 
tributees of R. S. Silverthorne, as such, take any interest in the 
balance which is due or to become due under the partnership 
agreement. Since there is no intimation on this record that any 
valid claim against the estate of R. S. Silverthorne is outstanding 
and unsatisfied, the judgment below is 
Affirmed. 


We shall now discuss the various plans that have been suggested in 
order to overcome the problem presented by heirs of the deceased part¬ 
ner—keeping in mind that where the partnership interest passes by the 
agreement of the partners, rather than under the deceased partner’s 
will, the problem largely is that of precluding futile lawsuits by dis¬ 
gruntled heirs. A few of these arrangements will be outlined briefly 
and their effects discussed. (It will be assumed that each such arrange¬ 
ment includes a modified personal beneficiary provision in which the 
proceeds are withdrawable during a limited period if needed by the 
estate. In this way our first problem, that of the claims of creditors of 
the decedent’s estate, is already adequately solved.) 

One suggested solution is a plan by which the wife of each partner 
is made a party to the buy-sell agreement, is made the personal bene¬ 
ficiary of the life insurance under it, and is also the sole legatee of the 
partnership interest by specific bequest in each partner’s will. 

This plan appears to solve the problem of heirs without requiring 
statutory waivers from the partners' wives. The problem presented by 
the Legallet case will be discussed separately because it bears equally on 
all plans using the modified personal beneficiary provision. Weaknesses 
of the plan are as follows: It is dependent upon valid wills; it puts the 
decedent’s widow in rather too full control; and its functioning requires 
the survivorship of a widow or, if there is no widow, probably that of a 

sole adult heir who has been made a party to the agreement and sole 
legatee of the business interest. 


Another suggested plan contemplates a special survivorship agree 
ment unde, which each partner agrees that, upon his death, his interes 
m the partnership shall immediately become the property of the surviv 
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purchase and maintain on his life a stipulated amount of life insurann 



250 


PARTNERSHIPS 


made payable to his wife. Appended to this agreement is a certificate 
signed by the wives, stating that each has read the agreement, that each 
agrees to accept the benefits accruing to her in lieu of any interest in 
the partnership belonging to her husband, and that she waives any 
statutory rights she might have in the partnership property in the event 
of her husband’s death. Life insurance is purchased in stipulated 
amounts, with the wives named as beneficiaries, and wills are executed 
by each partner, confirming the agreement. 

Aside from the appended waivers, this is the same type of agree¬ 
ment we have seen in such cases as Coe v. Winchester and McKinnon 
v. McKinnon, and is the same type successfully litigated in Hale v. 
Wilmarth, 274 Mass. 186; In re Mildrum’s Estate, 177 N. Y. S. 563; 
Matter of Orvis, 223 N. Y. 1; Matter of Karlinski, 38 N. Y. S. 2d 297; 
Faggelle v. Marenna, 131 Conn. 277; More v. Carnes, 309 Ky. 41; and 
Michaels v. Donato, 4 N.J. Super. 570. Those cases show that such an 
agreement would be upheld against the heirs in many jurisdictions with¬ 
out any waivers; nevertheless, waivers are recommended in all states 
that have not passed upon such an agreement and in all cases, regardless 
of jurisdiction, in which the insurance proceeds are apt to be materially 
less than the value of the partnership interest. Had the Buehrle brothers 
kept to the survivorship provisions in their agreement instead of in¬ 
cluding further provisions for bequests by will of their respective in¬ 
terests to each other, probably their agreement would have been upheld; 
but without an appended waiver it would have been too much to expect 
that widow Buehrle, without a court battle, would have accepted the 
$5,000 insurance proceeds in lieu of the value of a partnership interest 
worth about $35,000. The object should not be to set up a successful 
lawsuit for the surviving partner, but to set up a plan over which no 
litigation is likely to arise. 

In those jurisdictions that have upheld the survivorship type of 
agreement, the likelihood that heirs will object can be forestalled by 
suitable waivers. 

A third suggested plan calls for a cross-purchase agreement contain¬ 
ing the regular provisions for the sale of the deceased partner s interest 
by his personal representative, and for the crediting by him of the in¬ 
surance proceeds against the purchase price. In fact, the standard agree¬ 
ment pattern is followed except for the provision for modified personal 
beneficiaries. Life insurance is purchased as specified, and each partner 
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executes a will in which he bequeaths his interest in the firm to his per¬ 
sonal beneficiary, subject to the agreement, and directs his executor to 
carry out its terms. 

Unless the partners have named their wives as modified personal 
beneficiaries, they should obtain from the wives waivers of any statutory 
rights they might have in the partnership property in the event of a 
partner’s death. Any problem of getting a transfer of the partnership 
interest of a deceased partner is definitely solved if the modified per¬ 
sonal beneficiary arrangement is used. Because he has access to the in¬ 
surance proceeds if they are needed to settle estate claims, the executor 
has no grounds on which to base a refusal to make the transfer. 


We now come to the problem presented by the hegallet case (41 
B. T. A. 294) as it relates to the modified personal beneficiary arrange¬ 
ment. In that case the partners originally executed a regular insured 
cross-purchase agreement with $20,000 of life insurance on each part- 
ner, payable to the other as beneficiary. A few months later they each 
purchased $5,000 additional insurance. Three years later they substi¬ 
tuted a new agreement for their standard agreement and made all of 
the life insurance payable directly to their wives as personal beneficiaries 
under the instalment income options. The new agreement included the 
wives as parties, each of whom agreed to accept the $25,000 insurance 
proceeds as first payment on the deceased partner’s interest (valued in 
the agreement for the current year at approximately $55,936 each) with 
the balance payable in a series of fifty monthly notes of equal amount. 
Several months later partner O’Neill died, and the purchase and sale 
transaction was consummated as agreed upon. Afterwards in the same 
year the surviving partner Legallet sold some accounts receivable and 
merchandise that had belonged to the former partnership of Legallet & 
O’Neill. In reporting the profit on the sale in his income tax return for 
t year Legallet used the full purchase price of $55,936 as the cost 
basis of the assets acquired by him from the deceased partner. However, 
t e government assessed him an additional income tax of $4,680.04 on 
the sale, oa the ground that the cost basis of the assets acquired did not 
i hfe msurance Proceeds of $25,000 and was, therefore, only 

* t 936 ’„ the am ° Unt ° f notes P aid ' Le g aIlrt then petitioned the Board 
O ax Appeals to set aside the assessment, but was unsuccessful The 
court stated: 
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The $25,000 was not in fact received by him, but by O’Neill’s 
wife, and was not in fact paid by petitioner to her. Is the effect, 
for the present purpose, as if he had so received and paid the 
$25,000 as purchase price of the partnership interest acquired? 

. . . Petitioner, in effect, contends that looking through form to 
substance, the insurance should be considered as received by peti¬ 
tioner as provided by earlier agreements between the partners, 
though not by the last agreement, that they were constructively 
received by him, and that the insurance proceeds when received 
by O’Neill’s wife were impressed with a trust and subject to use 
as part payment of the purchase price of the partnership interest 
acquired by petitioner, in accord with the use in the contract of 
the expression "part payment.” 

The main body of the opinion of the Board is devoted to a line of 
reasoning grounded on the rule that property owned by a decedent 
acquires at his death a new income tax basis consisting of its value for 
Federal estate tax purposes. It reviews its own estate tax cases of Boston 
Safe Deposit & Trust Co. Executors, 30 B. T. A. 679; M. W. Dobrzen- 
sky, Executor, 34 B. T. A. 305; and Estate of John T. H. Mitchell, 37 
B. T. A. 1, disapproving, as it had done in the Dobrzensky case, its 
reasoning in the first case, and approving its reasoning in the Dobrzen¬ 
sky and Mitchell cases in which it held that business-purchase insurance 
was to be included as insurance in the deceased’s estate for tax purposes 
in all cases in which the insurance arrangement brought it within the 
gross estate, and the value of the business interest purchased was to be 
excluded to the extent that insurance proceeds were included. The 
Board stressed the fact that in those cases, and in the case being decided, 
the premiums had been paid by the business and charged equally to the 
partners. Then the opinion said: 

In all three of the above cases, and in this, the purpose was to 
provide a part of the purchase price of the partnership interest. 

If the insurance proceeds were insurance, to be included in gross 
estate in the cited cases, they would be such in the estate of 
O’Neill, and only the balance of the purchase price would be in¬ 
cluded in gross estate as from Legallet on the contract. Therefore, 
we think the petitioner can take as cost base only the latter 
amount. . . . 

In other words, here, as in the Mitchell case, the insurance would be 
included in O’Neill’s gross estate as such, and his partnership interest 
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(or the purchase price paid for it) would be included only to the extent 
its value exceeded the insurance proceeds. This amount would be only 
$30,936; hence, it represents Legallet's cost and therefore the amount 
that he may allocate to the basis of the specific assets formerly owned 
by the partnership. As cost is the proper basis for a purchased asset, it 
would seem that there should have been added to Legallet’s basis at 
least the one-half share of the premiums paid on O'Neill's policy by 
the partnership and borne equally by the partners as a nondeductible 
expense of the firm. 

Legallet's argument that the insurance proceeds should be considered 

constructively received by him and paid over as part of his cost was 

answered, and the case decided upon the authority of the Mitchell case, 
as follows: 


Petitioner's argument that we should look to substance through 
form and find that the parties intended that petitioner be the 
beneficiary, as in previous transactions, is nullified by the mere 
fact that the parties, for reasons duly considered, deserted the 
older form of agreement and method of insuring with the other as 
beneficiary and adopted a different one. They wished a change of 
substance as well as form, for they wished a certain kind of dis¬ 
tribution, and in order to obtain it, found it necessary to deviate 
from the old payment in a lump sum to the survivor. We cannot 
reasonably now say that the change was unintentional or inef- 
fectual. Likewise the idea that the insurance proceeds was a trust 
fund for payments to the petitioner is, we think, not accurate It 
was, as in the three cases above discussed, subject to a contract 
but not by way of such trust as to dictate constructive receipt of 
the amount by petitioner. A mere contract entailing the elements 
here involved does not constitute constructive receipt 
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second, that which names a trustee beneficiary, both arrangements pur¬ 
suant to a plan of policy ownership and premium payment that elimi¬ 
nates the insurance proceeds from the insured’s taxable estate. 

A modified personal beneficiary arrangement under which the sur¬ 
vivors, or a trustee acting for them, may withdraw proceeds during the 
probate period should constitute constructive receipt of such proceeds. 
If, further, the insurance occupies a non-taxable status with respect to 
the estate of the deceased, the obstacle presented by the Legallet case 
should be surmounted. In this latter connection, however, it seems 
clear that the deceased may be held to possess an incident of ownership 
in the insurance on his life if by the terms of the agreement he could 
require the policyowners to designate personal beneficiaries of the 
policy as directed by him. Giving to the other partners, or the trustee, 
a free rein in the matter of naming second beneficiaries, if it’s practicable 
under the particular circumstances, might well solve the problem. 

From the foregoing analysis it is apparent that the matter of designat¬ 
ing personal beneficiaries in business insurance policies involves special 
problems. However, a workable plan can be set up under which personal 
beneficiaries may be designated in the modified form. Choice among the 
various plans depends upon the state of the law in the particular juris¬ 
diction, the circumstances of the individual case, the wishes of the 
parties involved, and the beneficiary rules of the particular insurance 
company whose policies are concerned. It is also apparent, however, that 
such a plan will probably have to accept some disadvantages. Further¬ 
more, the proper execution of such an arrangement will require the skil¬ 
ful selection and coordination of provisions best suited to the circum¬ 
stances of the individual partnership. The conclusion seems evident, 
therefore, that the standard agreement with a trustee or the surviving 
partners as insurance beneficiaries (or the partnership in the case of an 
entity agreement) will prove the most satisfactory in the great majority 
of partnerships, and that a plan using personal beneficiaries should be 
adopted only in the exceptional case in which a qualified local attorney 
has approved it after a careful study of all the advantages and disad¬ 
vantages of the plan in the particular situation. 

Designation of the partnership itself as beneficiary. The part¬ 
nership itself should be designated beneficiary of the insurance only in 
the case of an entity type agreement. Under such an agreement the poli¬ 
cies are partnership property and are properly payable to the firm. Under 
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a cross-purchase agreement, the policies are owned by the individual 
partners, and needless confusion would result from naming the firm as 
beneficiary. 

On the other hand, needless confusion and litigation may result if 
the proceeds of insurance under an entity agreement are not payable to 
the partnership, or to a trustee acting for it. In the first place, an income 
tax issue may be raised as to whether the proceeds are to be considered 
payments from the partnership under Code Section 736. In the second 
place, there is the danger that both the proceeds and the value of the 
deceased partner’s interest may be claimed. This happened, for example, 
in Jones v. Morrison, 263 N.Y. 447, 189 N.E. 545 (1934). That case 
involved a limited partnership comprising two general partners and 
one limited partner. The partnership was to continue for one year or 
until the death of any partner. The partnership insured each partner 
for $50,000 for the specific purpose of repaying the limited partner’s 
$50,000 contribution to the firm should it be dissolved by death, and all 
of the policies were assigned to the limited partner or his executors to 
be applied for such purpose. Upon repayment of the limited partner’s 
contribution during his lifetime, he had the option of acquiring the 
policies on his own life by paying the firm their cash surrender value, 
if any. The partnership purchased term insurance, but it later converted 
a $22,000 policy on the limited partner to straight life on his agreement 
to pay the difference in premium. Following the firm’s dissolution by 
the limited partner’s death, his estate claimed the proceeds of the 
$22,000 policy as well as his $50,000 contribution. The Appellate Divi¬ 
sion agreed, but New York’s highest court held that such proceeds must 
be applied in repayment of the insured’s contribution. In this particular 
instance a trustee beneficiary was indicated, and probably would have 
kept the parties out of court. 



CHAPTER 14 

Unusual Continuation 
Problems Discussed 


The discussion of the insured partnership business 
continuation plan has been based in general upon the circumstances 
found in the typical firm: namely, a partnership composed of two or 
more members, all of whom are insurable, and whose respective in¬ 
terests in the partnership are somewhere near equal. It is recognized, of 
course, that these typical circumstances do not always obtain and that 
unusual circumstances may call for appropriate modifications of the 
standard purchase and sale arrangement. Accordingly, a few of these 
abnormal situations will be pointed out and a few ways by which they 
may be met will be suggested. 

PARTNERS WITH GREATLY DISPROPORTIONATE 

INTERESTS 

Occasionally a partnership is encountered in which the respective 
shares of the members are greatly disproportionate to each other. A 
simple example would be our old firm of King & Gay, if we assume at 
King holds a three-fourths interest and Gay a one-fourth interest. The 
standard procedure would require Gay to purchase insurance on t e i c 
of King in the amount of his three-fourths interest and pay the premi¬ 
ums on it. If this can be done it should be done, for these premiums 
are the scientifically correct amounts that Gay should be calle upon o 
pay for the acquisition of King’s three-fourths interest upon the latter 
death. But very often the problem of premium paying of the pa n 
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with the smaller interest is aggravated by the fact that the other partner 
is considerably older. We shall assume this to be the case with King, 
with the result that it is financially impossible for Gay to pay the entire 
premiums for the insurance on King's life. 

A satisfactory solution to Gay’s premium-paying problem could be 
worked out as follows: Gay will pay as great a portion of the premiums 
for the insurance on King’s life as he is able. King will pay the re¬ 
mainder of the premiums for the insurance on his own life as a loan to 
Gay. A special schedule should be appended to the agreement on which 
to record and initial these loans as they are made, and the agreement 
should provide that these loans be repaid out of the first insurance 
moneys collected upon King’s death. Of course, unless the amount of 


insurance carried on King’s life is in excess of the purchase price of his 
interest, this provision will cause the proceeds to fall short, but the dis¬ 
crepancy will be absorbed by the usual note arrangement covering any 
balance of purchase price remaining after crediting the insurance pro¬ 
ceeds received. Over the life of an agreement it very often happens that 
the partners will adjust their interests to a more nearly equal basis, in 
which event loans of this nature may be paid back before a death occiirs 
Another solution, not so satisfactory, is for Gay to purchase insurance 
on Kings life in the amount Gay is able to maintain, leaving the re¬ 
mainder of the purchase price to be absorbed by the usual instalment 
note arrangement. 

A third solution would be to set up a partnership entity type of agree- 
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set up an insured buy-sell plan will occasionally find that one of their 
associates is uninsurable. The problem is solved immediately if the un- 
insurable partner has sufficient personal insurance that he is willing to 
sell and assign to the partnership or the other partners to finance the 
purchase price of his interest. Where this cannot be done, the first re¬ 
action of the partners usually is to abandon their plan to execute a con¬ 
tinuation agreement. But they need not and should not desert their 
purpose. We have gone to considerable lengths to demonstrate what 
happens to a partnership business when the law of partnership liquida¬ 
tion is allowed to take its course. The losses resulting are serious to 
everyone concerned, and they can be avoided even though a partner 
cannot be insured. In fact, if there were no such thing as life insurance 
it would still be advisable for partners to set up continuation agreements 
under which the surviving partners would finance the purchase of a de¬ 
ceased partner’s interest with down payments accumulated in ordinary 
sinking funds and with a series of notes to cover the remainder of the 
purchase price. The "dog” is the buy-sell agreement; the "tail” is the 
method by which the agreement is financed. With every partner insured 
for the value of his interest, we have a "wagging tail” to denote that 
everything is as it should be. But the tail should not be allowed to wag 
the dog. If it is impossible to set up the ideal insurance method of 
financing with respect to the interest of every partner, then it should be 
used for the insurable partners, and the sinking fund method should be 
used to finance the purchase of the uninsurable partner’s interest. 

The buy-sell agreement is modified to provide that the partners other 
than the uninsurable member, instead of maintaining insurance on his 
life, will deposit annually into a segregated reserve fund an amount at 
least equal to the premiums that would have been paid by them had the 
partner been insurable. With the preferred trust plan, this sinking fund 
may be built up in the trust, thus affording a perfect segregation; other¬ 
wise it may be placed in a separate bank account, or invested in govern¬ 
ment bonds. Another feasible method under certain circumstances is to 
build up the fund by means of discounted premiums paid in advance 
on the policies of those insured, provision being made for the reversion 
of the fund to the contributors upon the insured’s death or upon the 
death of the uninsurable partner. 

As a concomitant to the provision for a sinking fund, the agreement 
must allow the remainder of the purchase price to be paid in instal- 
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ments spread over a period of time sufficient to avoid financial em¬ 
barrassment to the survivors. This is taken care of automatically if the 
note arrangement suggested earlier in the text is employed, namely, 
that notes of a specified amount become payable at specified intervals; 
thus, the number of instalments will vary automatically with the size 
of the total remainder of the purchase price to be paid. 

Where an entity agreement is used, a sinking fund may be built up 
in the form of discounted premiums or in a special reserve account. 
The partnership also may find it feasible to own key-man insurance on 
the insurable partners, in order to augment the sinking fund should 
any of the insurable partners predecease the uninsurable partner. It 
should not be assumed that because one of the partners is uninsurable, 
he will die first; in the case Kavanaugh v. Johnson, for example, it was 
the uninsurable partner who survived. If the uninsurable partner dies 
first, however, the additional cash value created by the key-man in¬ 
surance will be available to make partial payment for the decedent’s 
partnership interest. 


THE PROBLEM OF LARGE PARTNERSHIP 

LIABILITIES 

The death of a partner does not free his estate from liability for the 
debts of the partnership. In the ordinary situation, however, if the 

“ S debl * are Iar « el f composed of current liabilities, the regular pro- 
vrsron xn the buy-sell agreement requiring the surviving partner to as¬ 
sume these debts and to hold the estate of the deceased partner harmless 
therefrom has proved satisfactory. Nevertheless, situations will be en- 
untered in which a partnership has outstanding comparatively large 

tab,ht.es not immediately due and in which the ordinary provision i 
the ag r wilI no( b£ suffident , oo tQ the -on m 

wot ouZT ,S " hin ^ pr0Vin “ ° f thE life underwriter to 

he houM h c rCC0gni2e that d ° eS exist in certain cases, and 

be td S ° methlng about one 01 ^ of the remedies that might 
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them as their interests may appear, with any balance payable to the firm. 
If a trusteed partnership purchase plan is used, such a policy can be 
made payable to the trustee with instructions to apply the proceeds to 
the debts of the firm in whatever manner desired. 

The proceeds of any life insurance arranged to pay off obligations of 
the partnership should be included in valuing the partnership interests 
under a purchase and sale agreement, for such proceeds increase the net 
worth of the business to the extent thereof. 

Another possible remedy, if the partners are unable to maintain the 
amount of insurance required to retire the deferred obligations in full, 
is for them to purchase an amount of insurance sufficient to obtain re¬ 
leases from these creditors of the estate’s liability. 

A third possible remedy is the purchase of a surety bond by the sur¬ 
viving partner that would require the surety company to indemnify the 
deceased’s estate for any loss resulting from the failure of the survivor to 
discharge the outstanding debts of the firm. The difficulty with this solu¬ 
tion, however, is that it cannot be known in advance whether the sur¬ 
vivor will be able to obtain the issuance of such a bond. 

It should be evident from this discussion that because of the large 
amount of their deferred liabilities, some partnerships should postpone 
any continuation plans until they have achieved a more suitable ratio of 
liabilities to net worth. In other words, an insured purchase and sale 
plan cannot logically be set up in every situation. In a great majority of 
partnerships it will be of immense service to the partners and their fami¬ 
lies, but in a few firms the partners might better solve the outstanding 
liabilities problem first. 


PROFESSIONAL AND PERSONAL-SERVICE 

PARTNERSHIPS 


Because of the fact that a professional or personal-service partnership, 
typified by a law firm or a firm of accountants, differs in some material 
respects from the ordinary commercial partnership, there is need for a 
separate discussion of its continuation problems and their solution. 

In the ordinary business firm, capital, in the form of such tangible 
property as real estate, fixtures, machinery, equipment, materials and 
supplies, and merchandise, is an important factor and represents a sub 
stantial portion of the purchase price to be paid on acquisition of a 
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deceased partner's interest. In such a firm, going-concern and good-will 
value also account for a sizable part of the total valuation. In contrast, 
the usual professional or personal-service partnership interest repre¬ 
sents only a small amount of capital in the form of tangible property 
and, in legal contemplation, little or no good will attributable to a part¬ 
ner that survives his death. 

Nevertheless, from a practical standpoint, a capable and well-estab¬ 
lished personal-service partnership actually possesses a considerable 
quantum of good will that will inure to the financial benefit of the sur¬ 
vivors. A realization of this fact has been one of the significant reasons 


why such firms have frequently set up continuation agreements. Another 
motivating force has been the desire to avoid a complicated and pro¬ 
tracted accounting with respect to a deceased’s share in the unfinished 
work of the partnership that may be in process at the time of his death. 
And there has been the very human and commendable desire to set up 
an arrangement that would cushion the shock to a deceased’s family 
caused by the sudden loss of his partner’s income. 

We have already emphasized the unenvious fiduciary position occu¬ 
pied by the surviving partners in a commercial firm in accounting to 
the deceased partner’s estate, and the litigation that often results. Where 
a professional partnership is concerned, the situation is even more acute. 
Since the tangible assets do not amount to much, the decedent’s share 
is likely to be of insignificant value. The partners in such firms, how¬ 
ever, usually enjoy substantial incomes from the personal services ren¬ 
dered, and on the death of a partner the firm may be expected to have 
uncompleted work of considerable value to which the decedent has 
contributed. Without an agreement to the contrary the surviving part¬ 
ners must account for the decedent’s interest in the work in process, no 
matter how difficult is the task of evaluating it. With little to be derived 
from the decedent’s interest in the firm’s tangible assets, his estate and 
eirs probably wU! expect much from his interest in the uncompleted 
work and will litigate the matter if the amount falls below expectations 

^ many SUCh Cases; P erha P s McNutt Hannon, 183 Cal 
537, 191 Pac. 1108 is typical. 

diSSOl » d 3 W P artnershi P that had been in existence 
or about fifteen years. Hrs executor and the surviving partner could 

agree upon the amount the estate was entitled iouc" 
decedent s mterest m uncompleted work. The executor sued for an ac- 
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counting, and the trial court proceeded with the difficult problem of 
ascertaining the value of the deceased partner’s interest in the complex 
legal cases in process at his death. That court’s evaluation satisfied no 
one, and both parties appealed. Eight years after McNutt’s death, how¬ 
ever, the matter became settled when California’s top court affirmed the 
trial court’s decree. 

Entity-type agreements. In order to solve the various problems, 
professional and personal-service partnerships customarily have set up 
a species of continuation plan resembling an entity type agreement ex¬ 
cept that all or the greater part of the payments to be made by the part¬ 
nership consist of an agreed percentage of the continuing firm’s income, 
payable to the deceased partner’s estate or heirs for a fixed period of 
years. 

Following considerable confusion in the courts as to the income tax 
incidence of payments made under such agreements, the Internal Rev¬ 
enue Code of 1954 set out fairly definite rules by separating the pay¬ 
ments received from the partnership into two groups. The first group 
consists of nondeductible payments in acquisition of the deceased part¬ 
ner’s interest in the partnership property. This group includes payments 
for good will only to the extent that the agreement specifically provides 
for such payments in a reasonable amount. By reason of the fact that 
the partnership interest of a deceased partner receives a new income tax 
basis at death, which is its value at that time or on the optional valuation 
date for Federal estate tax purposes, the recipient of these payments 
should have little or no income tax thereon. Normally, these payments 
will constitute the purchase price received upon the sale of a capital 
asset under circumstances in which the price and income tax basis are 
the same. 


Payments in the second group consist of those in excess of the value 
of the deceased partner’s interest in partnership property at time of 
death. They include any payments made for the deceased partner s share 


of any unrealized receivables of the partnership. If these payments are 
based upon partnership income, they are treated as a distributive share, 
thus reducing the distributive shares of the surviving partners. If these 
payments are not based on partnership income, they are deductible by 
the partnership as a business expense. In either event, the payments in 
this group are treated by the recipient as ordinary income in respect of a 
decedent. The value of these payments (as well as those in the first 
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group) are includible in the deceased partner’s gross estate for Federal 
estate tax purposes, Riegelman’s Estate v. Commissioner, 253 F.2d 
315, but the recipient is entitled to an income tax deduction for any 


estate tax paid attributable to such payments [I.R.C., Section 691(c)]. 

Note that where a partnership possesses good-will value, the part¬ 
ners, by inserting or omitting a provision in their agreement to provide 
for the purchase of a deceased partner’s interest in good will, can de¬ 
termine whether the survivors or the recipient of the payments will bear 
the income tax on payments actually representing the decedent’s inter¬ 
est in good will [I.R.C., Section 736(b)]. 

The fact that the payments in the second group constitute ordinary 
income to the recipient makes it desirable that by the terms of the agree¬ 
ment these payments be spread over a period of years and not bunched 
into too few taxable years of the estate or other recipient. 

Life insurance is an exceedingly valuable adjunct to an income con¬ 
tinuation plan. In essence, the survivors under the plan are committed 
to the payment through the firm of a substantial amount of money each 
year for several years after a partner’s death. Except insofar as these 
payments represent fees for work done by the decedent prior to death 
in connection with unfinished business, the payments consist of money 
earned by the survivors which they cannot keep. Even though the ar¬ 
rangement is such that they are relieved from the additional burden 
of paying taxes on this money, the steady drain on the funds of the 
continuing members is bound to retard their progress over the years 
the payments are required. How much better it would be for them if, 
at the time of the death, the partnership was able to collect insurance 
proceeds on the deceased’s life, free from taxes, in the amount of the 
estimated payments to be made to his estate or widow. They can readily 
put themselves in a position to do this if each partner is insured by the 

partnership in the amount of the estimated post-mortem payments to be 
tuade on his account. 


®*’ Ie “ DClu u dl “S ^ ^cussion of entity agreements for personal- 
emce partnerships, something should be said about the advantages 
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capital sums that were paid in lump sum, called for the payment to 
Hermes’ estate for a period of five years of a sum equal to a specified 
percentage of the annual net income derived by the surviving partners 
over and above $75,000. The estate received a substantial amount cover¬ 
ing the first year after Hermes’ death, for in that year the senior sur¬ 
viving partner alone (two partners survived) earned in excess of 
$100,000. The following year, however, the senior partner retired, ex¬ 
cept as a consultant, with the result that earnings fell below $75,000 
and payments under the continuation agreement stopped. The same 
result, of course, would have been brought about had the senior part¬ 
ner died that year instead of retiring, which shows clearly the weakness 
implicit in any plan of sharing the income of survivors. 

Payments in a definite agreed amount for an agreed period also have 
distinct advantages for the surviving partners. Such payments eliminate 
any checking into the future partnership income by the deceased part¬ 
ner’s executor or heirs. Furthermore, with a known total amount to be 
paid in the event of a partner’s death, the other partners or the partner¬ 
ship may cover such payments with the correct amount of insurance. 

Cross-purchase agreements. A small professional partnership 
comprising only two or three partners may prefer to set up an insured 
cross-purchase agreement under which each partner will purchase, own 
and maintain a policy on the life of each of the other partners. Upon 
the death of a partner, the survivors will buy the deceased partner s in¬ 
terest, using the insurance proceeds for this purpose. 

We should recall at this point that the sale of an interest in a partner¬ 
ship is treated as the sale of a capital asset except as to payments re¬ 
ceived for the seller’s interest attributable to unrealized receivables and 
substantially appreciated inventory. Payments received that are so at 
tributable are considered amounts realized from the sale of property 
other than a capital asset, and the consequent gain or loss is ordinary 
income or loss. Since most professional partnerships will possess un 
realized receivables in the form of work in process, the question is 
whether the estate will realize ordinary income when it sells the e 
ceased partner’s interest to the surviving partners. Unfortunately, t e 
answer to that question is not clear as this is written, eight years a ter 
enactment of the 1954 Code. It would appear from the present regu¬ 
lations that the estate could obtain an upward adjustment of the asis 
of its interest in the unrealized receivables so that no ordinary income 



UNUSUAL CONTINUATION PROBLEMS DISCUSSED 


265 


would be realized. It is doubtful if Congress intended this result, how¬ 
ever, and legislation has been recommended that would prevent it. 
Looking ahead, therefore, any cross-purchase agreement set up by a 
partnership that has a substantial amount of unrealized receivables 
should anticipate that they will generate ordinary income to the estate 
on the sale of a deceased partner’s interest and should spread the pay¬ 
ments for such assets over a period of at least two or three years. It 
should be added that under a cross-purchase agreement any ordinary 

income is computed first, so that any balance that represents gain will 
be capital gain. 

Payments made by the surviving partners under a cross-purchase 
agreement do not reduce their incomes, but do increase the basis of its 
assets (including unrealized receivables), and will be adjusted to reflect 
the purchase price paid to the deceased partner’s estate. The effect of 
this is that when the partnership collects the unrealized receivables the 
surviving partners will not be taxed on the portion purchased from the 
estate if the amount collected therefor is the same as the price paid 

Obviously, the presence of unrealized receivables in a professional 
partnership adds complications to the matter of choosing the type of 
agreement best suited to the particular firm. This and all other factors 
should be studied thoroughly in the light of current and prospective 
tax law before the choice is made, and the chosen agreement should be 
reviewed carefully whenever changes in the applicable law are made 



CHAPTER 15 

Tax Problems Involved 
in the Insured Buy-Sell Plan 


THE FEDERAL INCOME TAX 

The partnership return and scheme of taxing partners. Part¬ 
nerships, as such, are not taxpayers under the Federal income tax law. 
Each partnership, however, must file a return. In this return the ordi¬ 
nary net income of the firm is calculated by totaling the gross profits 
and other income of the partnership and subtracting from this gross 
income the regular business deductions such as salaries and wages of 
employees (including any salaries paid to partners), rent, repairs, in¬ 
terest, taxes, depreciation, et cetera. (This calculation closely follows 
the schedule in the individual tax return that the life underwriter is 
accustomed to fill out in order to show his gross income, business ex¬ 
penses, and net income from conducting his insurance business.) The 
share of the net income of the partnership to which each partner is en¬ 
titled is then shown on an appropriate schedule in the partnership 
return. 

Another schedule itemizes gains and losses from sales or exchanges 
of capital assets of the partnership, and the share of each partner in 
the short term capital gains and losses and in the long term capital gains 
and losses is separately shown. The return also reports each partner s 
share in the charitable contributions made by the partnership, and in¬ 
cludes many other schedules for the purpose of itemizing details that 
are of no interest to us here. 

This partnership return having been made, each partner then in¬ 
cludes in his individual income tax return his salary, if any, and his 
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share of the ordinary income of the firm, whether or not it has been 
distributed to him. Each partner also includes with his personal capital 
gains and losses his share of the capital gains and losses of the partner¬ 
ship. There are other important items, such as the deduction of the 
partner’s share of charitable contributions made by the firm, but our 
principal concern at this point is merely to outline the broad scheme 
of taxation as it relates to the partnership and to the individual part¬ 
ners. With that scheme clearly in mind, the answer to most of the tax 
questions that come up in connection with the insured buy-sell agree¬ 
ment can be anticipated. 


The life insurance premiums not deductible . The premiums 
paid for life insurance made subject to a buy-sell agreement are not de¬ 
ductible as business expenses. This holds true whether the premiums 
are paid by the insured partner, by the other partners, or by the firm 
itself. (I.R.C., Secs. 262 and 264(a)(1); Clarence I V. McKay, 10 B. T. A. 
949; Ernest /. Keefe, 15 T.C. 952.) If paid by the firm, the result tax- 
wise or otherwise is the same as it would have been had each partner 

paid premiums in proportion as he shares in the earnings of the partner¬ 
ship. 

The rule that premiums are not deductible business expense also holds 
true regardless of the beneficiary designations contained in the policies. 

19B T MS** 7 ’ SUpra! ^ Keep6 ’ J ° Seph Nussbaum > 


The life insurance proceeds generally not taxable income . 
Life insurance proceeds paid by reason of the death of a partner in¬ 
sured under a buy-sell agreement are not subject to income tax, as a 
general rule [I.R.C., Sec. 101(a)(1)]. Formerly, there was an exception 
m the case of a policy that had been transferred for value to a partner 
or to is firm. The Internal Revenue Code of 1954, however, provides 
hat a policy may be transferred for value to a partner of the insured 

the ‘ e Wh ‘ Ch thC iDSUred iS a P artner ' without objecting 

p cxeeds at death to income tax as the proceeds of a policy trans- 

“r Val ” P R ; C > S - ^(^XB)]. Thus, an uninsumUe^ 
ha surplus of personal insurance can sell some of it to the part- 

E5 ::: t t:- r ™ for ** purp - ° f 

mentle su “ *“ d “ th - Likewise - a cross-purchase agree- 

urviving partners may purchase from a deceased partners 



268 


PARTNERSHIPS 


estate the policies the deceased owned on the lives of the survivors and 
continue such insurance under the agreement. 

The sale of the partnership interest by the estate. In discussing 
in Chapter 10 the various factors indicating a choice between a cross¬ 
purchase agreement and an entity type agreement, the income tax status 
of payments received by the estate or other recipient pursuant to each 
type of agreement was discussed in detail under the heading, "Income 
tax status of payments.” The subject was discussed further in Chapter 14. 
Therefore, no useful purpose would be served by repeating here the 
discussion of such payments. 

When a partner dies, the partnership taxable year closes with respect 
to him at the end of the normal partnership taxable year, or at the time 
when such partner’s interest is liquidated or sold, whichever is earlier. 
The last return of the deceased partner includes his share of partnership 
taxable income for the partnership taxable year or years ending within 
or with the last taxable year of such partner. For example, assume that 
the partners report on the calendar year basis and the partnership has a 
taxable year ending on June 30. One of the partners dies on October 31, 
and under a cross-purchase agreement his interest is purchased as of that 
date. The taxable year of the partnership beginning the previous July 1 
closes with respect to the deceased partner and his final return will 
include his distributive share of taxable income of the partnership for 
its taxable year ending the previous June 30, plus his share of the 
partnership taxable income for the period July 1 to October 31. 

Where both the partnership and the partners report on the calendar 
year basis, the final return of a partner dying on October 31, and whose 
partnership interest was purchased as of that date, would include his 
distributive share for the period of ten months in the year of death^ 
On the other hand, if such partner’s interest was sold after the date of 
death, or was liquidated with payments from the partnership after such 
date, none of his distributive share for the year of death would be in¬ 
cluded in his final return even though he might have withdrawn the 
funds. Not only would the estate have to pay tax on such income with¬ 
out having received the funds, it would not have the advantage 0 
ductions that might have been taken in the decedent's final return. Ihis 
points up one disadvantage of an entity agreement under present tax 
provisions, as compared with a cross-purchase agreement e ective a 
date of death, where the partners and the partnership use the same 
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taxable year. Conversely, the advantage is the other way and prevents 
bunching of income in the decedent’s final return, where different 
taxable years are used. 

The cost basis of partnership assets acquired from deceased 
partner . The cost basis of the deceased partner’s share in the property 
of the partnership acquired by the surviving partners under a cross¬ 
purchase agreement should be the purchase price that the survivors 
have paid for it, provided they have elected under Code Section 754 to 
adjust basis. This will undoubtedly be the case if the surviving partners 
have been designated beneficiaries of the insurance proceeds used to 
finance the agreement. The insurance proceeds, together with any re¬ 
mainder of the purchase price paid in instalment notes, should also 
constitute the cost basis of the acquired property if the insurance pro¬ 
ceeds are received by a trustee and paid over by it to the deceased part¬ 
ner’s personal representative in return for a transfer of the deceased’s 

interest m the firm, provided the surviving partners have elected to 
adjust basis. 


On the other hand, if the insurance proceeds are made payable di¬ 
rectly to the insured partner’s estate or to his personal beneficiaries, 
there is little reason to believe that such proceeds may be included in 

b “' s of i?* P r °P ert y squired from the deceased partner. (Paul 
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T.C.M. 74 (1962). These payments will have no effect on the basis of 
the partnership assets, however, unless the partners have elected to 
adjust the basis of such assets under Section 754. 

The effect of the workings of an entity type agreement upon the 
bases of the interests of the partners is somewhat complex. It has been 
discussed in detail in Chapter 10 under the heading "Income tax bases 
of the surviving partners" and will not be repeated here. Accordingly, 
reference should be made to that discussion in the case of an entity 
agreement. 


THE FEDERAL ESTATE TAX 

No double taxation. In general, it may be said that the existence 
of an insured partnership buy-sell plan does not materially affect the 
amount of estate taxes a deceased partner’s personal representative will 
be called upon to pay. This is because the courts have repeatedly pro¬ 
hibited inclusion in the taxable estate of both the value of the deceased 
partner’s interest and the insurance proceeds received by the estate in 
payment for the sale of that interest. Estate of Ray E. Tompkins, 13 
T.C. 1054. 

The decisions of the courts, however, have not been consistent in 
determining which of the two types of property, to the extent that the 
partnership interest and the purchase price for it represents the same 
value to the estate, should be included in the taxable estate. For example, 
the Board of Tax Appeals in Boston Safe Deposit and Trust Co. (Estate 
of S cove IF), 30 B. T. A. 679, held that the full value of the partnership 
interest, $129,247.19, was to be included in the decedent’s taxable es¬ 
tate, and that the insurance proceeds, $100,000, applied on the purchase 
price were to be excluded. Then, in the subsequent case of M. W. 
Dobrzensky, Executor, 34 B. T. A. 305, the Board reversed its reason¬ 
ing by holding that the insurance proceeds were taxable, and that the 
value of the deceased partner’s interest represented by the insurance was 
to be excluded. The current trend is to look at the tax status of the in¬ 
surance first, taxing it if the policies are so arranged as to come within 
the taxable provisions of the statute, and exempting from the taxable 
estate an equivalent amount representing the partnership interest. With 
reference to an entity agreement, it is interesting to note that a partner 
has been held not to possess any incidents of ownership in a policy on 
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his life owned by and payable to his partnership. Estate of Frank H. 
Knipp, 24 T.C. 153 (1955). 

Regardless of which reasoning is applied, however, the tax result 
since the removal of the $40,000 insurance exemption appears to be the 
same; viz., that the amount that will be taxed is the larger of the two 
items. Therefore, the life insurance proceeds received by the personal 
representative of the deceased partner will not increase his taxable 
estate unless the amount of such proceeds received is greater than the 
value of the deceased partner’s interest. 

The insured purchase plan establishes Federal estate tax value. 


The insured buy-sell plan performs an important function in connection 

with Federal estate taxation. The value agreed upon as the purchase 

price of the deceased partner’s interest is held to govern for estate tax 

purposes, even though the actual value is higher at time of death, if (1) 

it fairly represents the value of the interest at the time the purchase 

price is stipulated in an arm’s length transaction, and (2) the partner 

has been prohibited from disposing of his interest from the time of 

the execution of the buy-sell contract until his death without first offer- 

ing it to the other partners at the contract price. Estate of Lionel Weil, 

22 T.C 1267 (1954); Angela Fiorito, 33 T.C. 440 (1959); Brodrick v. 
Gore, 224 F.2d 892 (1955). 

This fact may be of great benefit to the deceased’s estate. Without a 
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the purchase price must be adequate when it is established is, of course, 
necessary to prevent undervaluations made to avoid estate taxes. 

STATE DEATH TAXES 

Two divergent rules have developed in the states as to the effect of a 
buy-sell agreement on the valuation of a business interest for death tax 
purposes. A few of the states follow the Federal rule under which the 
purchase price in a properly arranged agreement governs for valuation 
purposes. Among these states are Maryland, Mississippi, New York and 
Pennsylvania (by statute), as well as the District of Columbia. 

Several other states follow the so-called inheritance tax rule, to the 
effect that the agreement does not govern value but will be considered 
with other evidence of value. States having an inheritance tax justify 
the rule on the ground that this tax, as distinguished from an estate tax, 
falls upon the value of property received by the estate beneficiaries, 
rather than upon the value of property as it passes from the decedent. 
These states tax any excess value over the purchase price as a transfer 
for an inadequate consideration intended to take effect at death. Among 
the states applying this rule are Kentucky, Massachusetts, New Jersey, 
Ohio, Tennessee, Texas, Washington and Wisconsin. Many states have 
not decided the issue, but the trend in states levying inheritance taxes is 
to adopt that rule. 
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Part I 


FUNDAMENTAL FACTS 
ABOUT CORPORATIONS 

CHAPTER 1 

General Information 
About Corporations 


IV NOWL EDGE OF THE FUNDAMENTAL NATURE OF A 
corporation is necessary to understand and appreciate both the problems 
brought about by the death of a close corporation stockholder and the 
most satisfactory arrangements for the continuation of the corporate 
business, in the best interests of the deceased’s family as well as the 
surviving stockholders. 


WHAT A CORPORATION IS 

Corporation defined. One of the early definitions of a corpora- 
hon was recorded in the year 1613 when Lord Coke, in the case of 
Sutton s Hasp,tal, 10 Coke’s Rep. 1 , 32, said: "A corporation aggregate 
Of many ,s umsible, immortal, and rests only in intendment and con- 

° <? ■" In the year 1819 > Chief Marshall of the 

Umted States Supreme Court, in the case of Dartmouth College v 

nature of a corporate as an artificial legal entity and failing to givf 
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proper emphasis to the association of natural persons that comprise its 
membership. A modern and realistic definition by Professor Wormser 
is as follows: "In the last analysis, it would seem correct to state that a 
corporation is a group of one or more human beings acting as a unit 
and vested with personality by the policy of the law.” 1 

HOW CORPORATIONS ARE FORMED 

A corporation may be created only by virtue of sovereign authority. 
So far as we are concerned here, such authority rests with each state 
and with the Federal government. Ordinary business corporations, the 
type in which we are interested, are chartered by the Federal govern¬ 
ment if they are set up in the District of Columbia, and the various 
state governments incorporate the remainder. 

Originally, each corporation charter was granted by a special legis¬ 
lative act. But the tremendous development of the corporate form of 
conducting business proved this method too cumbersome, and general 
incorporation laws, under which corporations can be organized with 
greater speed and better supervision, were enacted. 

Under the most modern of these laws, the procedure to be followed 
in creating a corporation is concise and well-defined. The organizers 
prepare a certificate of incorporation that includes such facts as the name 
of the corporation, the location of its principal office, its purpose in 
detail, data regarding its capital stock, its duration, the number of its 
directors, the names and addresses of the incorporators and the number 
of shares of stock each has agreed to take, and any other information 
required by the particular state statute. (Usually, the law lays down 
specifications as to minimum number of incorporators and directors, 
and as to a minimum number of them who must be citizens of the 
United States and residents of the state of incorporation.) The completed 
certificate is then sent to the proper state official, often the Secretary of 
State, together with the necessary incorporation tax and fees. If it is 
found to be in proper form and otherwise in compliance with the law, 
copies will be filed in the required locations, and the new corporation 
is born. It will become fully organized when the organization meetings 
of the incorporators and of the directors have been held, at which time 

1 1. Maurice Wormser, Frankenstein, Incorporated. New York: McGraw-Hill Book 
Company, Inc., 1931, p. 62. 
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by-laws will be adopted for the government of the corporation, its 
officers will be elected, and any other business will be transacted 
that the incorporators then wish to complete. At this point, the cor¬ 
poration is ready for business. 

Thus a corporation comes into being by the incorporators complying 
with the stipulated requirements of the state. The state, by enacting the 
corporation law, has made a general offer to prospective incorporators 
to form a corporation. The incorporators, by their compliance with the 
terms of the offer set out in the statute, have accepted the offer. The 
resulting relationship, therefore, between the incorporators and the 
state is contractual in nature. 


TYPES OF CORPORATIONS 

Corporations may be classified in many different ways, but an ex¬ 
haustive classification will not be attempted here. For our purposes, we 
may start by making a division between public and private corporations. 
The public corporation is a governmental body, as, for example, a state 
or political subdivision of a state. Private corporations may be subdivided 
into stock corporations and non-stock corporations. 

Non-stock corporations are usually subdivided into various types of 
membership, including religious and eleemosynary corporations. 

A stock corporation is one that has a capital stock divided into shares 
and that is empowered by law to distribute dividends or shares of sur- 
p us profits to its stockholders. Such corporations may be further classi¬ 
fied as moneyed or financial corporations (such as banks and insurance 
companies), public service corporations, and business corporations. 

man f U ^ D “ S COrP ° j rati0n may be defined “ one organized to carry on 
manufacturing, trading, or other ordinary commercial pursuits These 

c^ r f °i ^ PUrP ° SeS ’ ma7 bC Subdivided into publicly-held 
corporahous and close corporations. The former is typified by those 

whoT T S ° Wned ^ a SubstantiaI number of stockholders, most of 
take no part in the active management of the enterprise 

CW corporations . A close corporation may be defined as a cor 

al“^^ S-P of stockholders; 

y shareholders. It is a business organization that, in its unity of 
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ownership and management in the hands of a small, closely knit coterie 
of persons, strongly resembles a partnership. Because of this resem¬ 
blance, the close corporation owners are exposed to business continua¬ 
tion problems somewhat similar to those of partners and stand in need 
of an equally satisfactory solution. Consequently, this text will be con¬ 
cerned primarily with the close corporation. 



CHAPTER 2 

Property Rights 
in a Corporation 


I HE CORPORATION, OF ALL TYPES OF BUSINESS ORGANI- 
zation, presents the most interesting and unique pattern of property 
rights and liabilities, both in respect of the corporation itself and of 
the stockholders. Some of the details of this pattern will be discussed. 


THE ASSETS OF THE CORPORATION 

The corner grocery is a close corporation. King & Gay, Inc., with 
Mr. King and Mr. Gay the only stockholders. Now, who owns the can 
of beans on the shelf? The title is vested in the corporation as a separate 
legal entity and the can of beans can be sold to a customer only by the 
corporation, acting through its authorized representatives. Neither Mr. 
King nor Mr. Gay has any legal ownership in the beans. If someone 
takes unlawful possession of them, the beans can be recovered only in 
the name of the corporation. In other words, the assets of a corporation 
are owned by the corporation and not by the stockholders, and this is 
true even though there is only a single stockholder. If Mr. King for 
example, wants to own the beam, he may purchase them from the 
corporat 10 "; °r he may receive title to them if a dividend, payable in 

receivable 7 ““ C ° rp ° ration out of sur P lus Profits; or he may 

cornora i n a “ part ° f hi$ Shate U P°° * dissolution of the 

assetsto" the KSrs " —* 
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THE INTEREST OF EACH STOCKHOLDER 


What property, then, do Mr. King and Mr. Gay own in connection 
with the corporation? Do they own the capital stock that they con¬ 
tributed to it when they dissolved their partnership and formed the 
corporation? No, the capital stock of a corporation is the money or 
property put into the corporate fund by the subscribers, which fund 
becomes the property of the corporation. What they do own are certain 
valuable but intangible rights. 

First, they collectively own the franchise of the corporation to be a 
corporation. This primary franchise of its being a corporation is a special 
privilege conferred by the state and vests in the group of individuals 
who compose the corporation. Second, they own the bundle of rights 
accruing to one who holds a share in a stock corporation. As expressed 
in the case of Burrall v. The Bushwick R. R. Co., 75 N. Y. 211, "A 
share of the capital stock, is the right to partake, according to the 
amount put into the fund [the capital stock], the surplus profits of the 
corporation; and ultimately on the dissolution of it, of so much of the 
fund thus created, as remains unimpaired, and is not liable for debts of 


the corporation.” 

In addition to the two basic rights that, according to the quoted defi¬ 
nition, go to make up a share of stock, namely, the right to receive an 
aliquot share of surplus profits in the form of dividends when they are 
declared and the right to receive a like share of the residuum upon the 
dissolution of the corporation, a stockholder has other important rights, 


some of which are exercisable by him alone. His remaining rights are 
exercisable only when he acts with the other stockholders as a body. 

Among these additional rights are: The right to receive a certificate 
as evidence of his share of the stock; the right to transfer his stock 
interest and to have the transfer made on the corporate books; the right 
to inspect the books and records of the corporation; the right to attend 
stockholders’ meetings and to vote for directors; the right to adopt 
by-laws; the right to require that the property of the corporation be 
employed for proper corporate purposes; the right to subscribe for any 
new shares of stock; and usually, the right to vote on such fundamental 
matters as change of corporate name, increase or decrease in (or other 
alteration of) the capital structure of the corporation, or any material 



PROPERTY RIGHTS IN A CORPORATION 


281 


change in the scope of the corporate business. Some of these rights have 
an important bearing on our subject and will be discussed further. 

The right to dividends. A stockholder’s "‘right to partake, ac¬ 
cording to the amount put into the fund, of the surplus profits of the 
corporation” is his right to share in dividends as and when they are 
declared by the board of directors of the corporation. Dividends are 
corporate funds derived from the earnings and profits of the corpora¬ 
tion and appropriated by a corporate act to the use of, and to be divided 
among, the stockholders. 


It should be reiterated that dividends of a corporation are declared, 
not by the stockholders, but by the board of directors of the corporation. 
Even though a majority of the stockholders want such action, the di¬ 
rectors may honestly refuse to vote for dividends. Probably in most 
jurisdictions, a dividend could be declared by the unanimous vote of all 
the stockholders but such action, for obvious reasons, is a rare exception. 
Normally, the only recourse of the stockholders is to vote for a change 
of directors at the next election of the board. 

But if the stockholders can prove to a court of equity that the direc¬ 
tors, in refusing to declare dividends, are acting not in good faith in 
the interest of the corporation, but rather to serve their own personal 
ends, the court will grant relief. Nevertheless, successful prosecution 
of such a suit is exceedingly difficult, for the stockholders “must estab¬ 
lish as matter of law that the action of the directors on this record was 
mixmcal to the welfare of the corporation and all its stockholders.” City 

lZ\l95l) rS TfUSt C °' V ‘ HeWttt ReaUy C °" 257 N ' Y ‘ 62, 177 N - E 

““ W “ “a aCt '° n brOUght t0 com P el the P*>™nt of 

iv.dends. I was proved that earnings and assets were ample to do 
tins It was also proved that the president and director of the corporation 

t benT rr 1 anim ° Sity t0Watd the widow “ d <*ild who owned 

bL n m * e b ‘ 0Ck ° f stock held in by the plaintiff 

b^k. But the court, in refusing to interfere with the policy o/the di- 

( W t Jr ? 7 d bt and P rovlde against emergencies 

One of the few successful cases of this nature, !nd well worth read- 
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ing, is that of Dodge v. Ford Motor Co., 204 Mich. 459, 170 N. W. 
668, 3 A. L. R. 413 (1919). 

On July 31, 1916, the Ford Company, a gigantic close corporation, 
had capital stock of $2,000,000 and surplus of about $112,000,000. 
Notwithstanding the fact that it was selling cars for $440 (reduced to 
$360 on August 1st, 1916) its profits during the last fiscal year had 
been over $60,000,000 and it had on hand approximately $54,000,000 
of bonds and cash. The company was paying a regular quarterly dividend 
equal to 5 per cent monthly on the capital stock and since 1910 had 
paid the stockholders $41,000,000 in special dividends. No special 
dividends had been voted after October, 1915, however, and the Dodge 
brothers, owners of one-tenth of the stock, brought this action to com¬ 
pel an additional dividend payment. Although the corporation declared 
a special dividend of $2,000,000 in November, 1916, before filing an 
answer in the action, the court decreed the payment of an additional 
dividend of over $19,000,000. While justifying the decree on the facts, 
the court nevertheless quoted the applicable rule as phrased by various 
authorities, including Cook on Corporations (7th ed.) section 545, 
which reads in part: 

It requires a very strong case to induce a court of equity to 
order the directors to declare a dividend, inasmuch as equity has 
no jurisdiction, unless fraud or a breach of trust is involved. 

If there exists only one class of stock, namely, common stock, each 
share is entitled to its pro rata amount of the total dividends declared. 
In many instances, however, one or more classes of preferred stock are 
also issued. Preferred stock is a class of stock entitling the owner to 
whatever preferences are agreed to in the stock certificate and in the 
charter. The rights of the holder are contractual and are confined to 
these provisions. Usually there is a preference as to dividends and often 
there is included, also, a preference in the distribution of the remaining 
assets of the corporation in the event of its dissolution. These shares 
may be given a priority in the appropriation of dividends up to an 
agreed percentage, such as 6 per cent, which may be made the maximum 
dividend rate on such stock. Or, it may be provided that dividends 
beyond the stated preferential figure shall be shared equally wit i t 
common stock, in which case the preferred stock is usually called par- 
ticipating.” The priority granted the preferred stock may be cumulative 
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or non-cumulative. If it is non-cumulative, the preferred shareholders 
are entitled to receive the specified dividends in any one year before 
any dividends may be declared on common stock during that particular 
year, but each year is taken by itself. If the stock is cumulative, the 
shareholders are entitled to receive the specified dividends accumulated 
from the time the preferred stock was issued before any dividends may 
be declared on the common stock. 

The general rule is that ordinary dividends on any class of stock, 
common or preferred, may not be paid except out of surplus, and every 
shareholder must be treated in the same manner as every other share¬ 
holder of the same class. 

The right to inspect the corporate books and records. At com¬ 
mon law, and by statute in most states, a stockholder has a right to 
inspect the books and records of the corporation at reasonable times and 
places and for proper purposes. In fact, most state statutes grant this 
right, regardless of the motive or purpose behind the inspection. Gen¬ 
erally, this right may be exercised in person or by the stockholder's 
authored agent or attorney, and copies and memoranda may be made 
for reference. In most instances, this right will be enforced in a court 
proceeding if such inspection has been wrongfully denied by the cor¬ 
poration. It is a valuable privilege, especially in the case of a minority 
stockholder. 


The right to attend stockholders’ meetings and vote. Incident 
to the ownership of a common share in a private corporation is the 
right of the shareholder to attend meetings of the stockholders and to 


vote upon the corporate matters acted upon at such times as, for ex¬ 
ample, the election of members of the board of directors. In large cor¬ 
porations the right to vote by proxy—conferred by statute, charter or 
by-law—is frequently exercised. In close corporations, all the stock¬ 
holders are usually present to vote in person. In a stockholders’ meetino 
a shareholder represents himself and his own interests and has a right 
O vote as he desires. Ordinarily, his motives are irrelevant, although 
there is an implication that the corporate affairs will be conducted in 
the interest of all of the stockholders. 

senteVafrrV™ 1 "; of outstanding stock must be repre- 

a ml „ 6 COnStltUte a ^ uomm for transacting business and 

V °?; f the St0Ck “P~ d at a meeting w iU caTry 
matters voted on, except as to certain extraordinary matters that, by 
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statute or by-law, may require the affirmative vote of the holders of 
perhaps as much as two-thirds of the outstanding stock. 

One vote is generally allowed by statute for each share of voting 
stock. In corporations having more than one class of stock outstanding, 
such as common and preferred, it is often provided that the preferred 
shall be non-voting stock, or shall not have voting power unless divi¬ 
dends on the preferred have been in arrears for a stipulated period. 

In many states, statutes authorize cumulative voting by stockholders 
when two or more vacancies are to be filled on the board of directors. 
Under such statutes, a stockholder may cast as many votes as there are 
offices to be filled, multiplied by the number of his shares of stock, all 
of which votes may be cast for one candidate or distributed among the 
candidates as the stockholder sees fit. A stockholder with 50 shares, for 
example, could cast 50 votes each for three candidates to fill three 
vacancies on the board; he could "cumulate” all the votes he is entitled 
to cast for all three vacancies and divide them among the candidates in 
whatever proportion he desires; or he could cast the total 150 votes in 
favor of one particular candidate. By means of this cumulative voting 
device, minority stockholders are often able to obtain representation on 
the board when they otherwise could be outvoted on every office to be 
filled. It should be kept in mind, however, that the decisions of the 
board of directors in conducting the affairs of the corporation are 
usually made by majority vote and therefore that mere representation 
on the board still will leave the minority stockholders with little "say 
in the actual management of the corporation. 

The right to transfer stock. As an incident of his ownership of 
stock, a shareholder has a general property right to transfer his shares 
at will. This inherent right of alienation, however, may be reasonably 
restricted by the corporate charter or by contract between the stock¬ 
holders, although "an absolute prohibition unlimited in point of time 
against transfer of stock would be invalid as against public policy. 
Bloomingdale v. Bloomingdale, 107 Misc. 646, 177 N. Y. S. 873 
(1919). Accordingly, it is generally held that a restriction against the 
sale of shares of stock unless other stockholders or the corporation have 
first been given the opportunity to buy, contained in the corporate charter 
(and not merely in the by-laws), or in a stockholders’ agreement, with 
the stock certificates adequately inscribed, is valid. Weiss man v. Lincoln 
Corporation, —, Fla. —, 76 So. 2d 478 (1954). The law on the subject 
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is well summed up by Judge Untermeyer in Penthouse Properties, Inc. 
v. 1158 Fifth Ate., Inc., 11 N. Y. S. 2d 417, 422 (1939), as follows: 

The general rule that the ownership of property cannot exist in 
one person and the right of alienation in another ( De Peyster 
v. Michael, 6 N. Y. 467, 493, 57 Am. Dec. 470) has in this 
State been frequently applied to shares of corporate stock ( Kinnan 
v. Sullivan County Club, 26 App. Div. 213; Brown v. Britton, 

41 App. Div. 57; Rosenback v. Salt Springs National Bank, 53 
Barb. (N. Y.) 495; Conklin v. Second Nat. Bank of Oswego, 45 
N. Y. 655; Bank of Attica v. Mfrs. & Traders Bank, 20 N. Y. 

501), and cognizance has been taken of the principle that "the 
right of transfer is a right of property, and if another has the 
arbitrary power to forbid a transfer of property by the owner, that 
amounts to annihilation of property" ( Fisher v. Bush, 35 Hun 
(N. Y.) 641). The same rule has been applied in other States. 

People ex rel. Malcolm v. Lake Sand Corp., 251 Ill. App. 499; 

In re Klaus, 67 Wis. 401, 29 N. W. 582; Bank of Atchison 
County v. Durfee, 118 Mo. 431, 24 S. W. 133; State ex rel. How¬ 
land v. Olympia Veneer Co., 138 Wash. 144, 244 P. 261; Bloede 
Co. v. Bloede, 84 Md. 129, 34 A. 1127, 33 L. R. A. 107. But re¬ 
strictions against the sale of shares of stock, unless other stock¬ 
holders or the corporation have first been accorded an oppor¬ 
tunity to buy, are not repugnant to that principle. Kritzer v. 
Chloral Chemical Co., Inc., 238 App. Div. 611; Hassel v. Pohle, 

214 App. Div. 654; Cowles v. Cowles Realty Co., 194 N. Y. S. 

546; Moses v. Soule, 118 N. Y. S. 410, affd 120 N. Y. S. 1136. 

The weight of authority elsewhere is to the same effect. See 
annotations on Validity of Restrictions, 65 A. L. R., pp. 1168- 
1171. ... 

It may be said in general, however, that the courts look more leniently 
upon restrictions against the transfer of close corporation stock than 
upon restrictions involving the shares of large corporations. Further¬ 
more, restrictions imposed as a provision of a private contract between 
particular stockholders may be considered valid, although similar re¬ 
strictions appearing only in the corporate by-laws might be held invalid. 

It is readily apparent from the foregoing that the scheme of property 
rights in a corporation is entirely different from that subsisting in a 
partnership. Because of this, it may be expected that the death of a 
stockholder has a quite different effect than the death of a partner. A 
later chapter will show this to be the case. 



CHAPTER 3 

The Powers of a Corporation 


IN GENERAL 

A corporation has only such powers as are expressly granted to it 
by the state and as are found in the formal corporate charter and ap¬ 
plicable statutes, together with such implied powers as are incidental 
to, or consequent upon, or reasonably necessary to the carrying out of 
those powers specifically conferred upon it. 

It has power to conduct the type or types of business authorized by 
its charter and no other. Therefore, it is customary to make the ex¬ 
pressed powers in the charter as broad as possible in order to avoid 
any question of ultra vires acts, acts that are beyond the powers of the 
corporation. With the exception of certain learned professions such as 
the practice of law, medicine or dentistry, which are prohibited by 
corporations, except in those states which have enacted professional 
corporation statutes, a corporation may ordinarily be formed for any 
lawful purpose. Special statutes and requirements govern the organiza¬ 
tion and conduct of corporations to carry on banking, insurance, trans¬ 
portation, and other businesses closely related to the public interest. 

The practice of law, however, occupies a special status in that the 
inherent power to control it in most states lies in the state s highest 
court rather than in its legislature. In re Opinion of the Justices, 289 
Mass. 607, 194 N.E. 313. Thus, although the Committee on Profes¬ 
sional Ethics of the American Bar Association has stated that the prac¬ 
tice of law by a professional corporation may not violate the Canon of 
Ethics (Opinion No. 303, 1-11*61), and although a state has enacted 
an enabling statute, final authority for such practice must come from 
the state’s top court. In re Florida Bar, —Fla.—, 133 So. 2d 554 (19^1)- 


286 


THE POWERS OF A CORPORATION 


287 


Among the incidental powers of a corporation is the power of con¬ 
tinued existence during the period designated in its charter, subject to 
any reserved right of the state to dissolve it sooner. It has the right to 
use its corporate name and it has the power to change such name, sub¬ 
ject to applicable laws relating to this. It has the right to have and use 
a corporate seal, although in most states its use is not required except 
for such formal documents as deeds, bonds, mortgages and the like in 
cases in which the seal of an individual would be required under similar 
circumstances. It has the power to enter into all contracts necessary 
to carry on its business. It has the power to employ officers and other 
employees and agents to conduct its affairs. It has the power to acquire, 
hold, and otherwise deal with property for purposes consistent with 
the powers granted to it. It has the power to borrow money and to con¬ 
tract indebtedness, to furnish security for any debt and to loan money if 
necessary. It has power to sue and be sued in its corporate name. It has 
power to make by-laws for the government of its affairs, consistent 
with its formal charter and the applicable statutes. It has power to enter 
into joint ventures, but not to become a partner unless specifically 
authorized by charter. Generally, unless authorized by statute or charter, 
it has no power to purchase the stock of another corporation, but this 
rule is modified in cases in which it is necessary to acquire such stock 
to protect some right in which event the stock of another corporation 
may be acquired. A typical example of this is the acquisition of such 
stock in liquidation of a debt that might be worthless otherwise. 


POWER OF A CORPORATION TO ACQUIRE 

ITS OWN STOCK 

In England the courts have held that a corporation, unless expressly 
authorized, has no right to purchase its own shares of stock. At common 
law in America, a small coterie of states have followed the English doc- 

t / me t i hat such a purchase was ultra vires, but the majority of our courts 
ave held that a corporation has an implied power to acquire its own 
shares, provided it does so in good faith and without injury to its 

v«sanv^ 0 V t0C K h0ld T‘ T ° Pr£Vent SUCh iniuly ' U is held abnost 

rsally that such purchase must be made out of surplus. Massachusetts 
howCTer appears to require only that the purchase be made in good 
fa “h and that if d °« -t result in loss to Us creditors or stockholders 
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In Barrett v. IF. A. Webster Lumber Co., 275 Mass. 302, 175 N. E. 
765 (1931), it is said: "The contention of the plaintiff that a corpora¬ 
tion cannot purchase its own stock except out of surplus profits cannot 
be sustained.” 

In recent years, many states have legislated on this matter, and nearly 
all of the states that formerly followed the English rule have enacted 
statutes permitting such purchases under proper circumstances. Because 
of the frequency with which changes occur by reason of new statutes 
and court decisions, no attempt will be made here to present the current 
status of such a transaction in each state. The most suitable media for 
such an exhibit are the loose-leaf business insurance services, to which 
the reader is referred for up-to-the-minute information with respect to 
any state in which he is particularly interested. Furthermore, a local 
attorney should be consulted if the matter is not entirely dear. 

Distinction should be made between the power of a corporation to 
make a present purchase of its own shares and its ability to enter into 
a valid contract in which the corporation agrees to make such a purchase 
at some future time. If, for example, the particular state law allows a 
purchase only out of corporate surplus, such a contract obviously cannot 
be consummated by the corporation when the time for performance 
comes if at that time the corporate surplus is insufficient to pay for the 
stock. This fact introduces a contingency, a possible circumstance under 
which the corporation will be unable to perform, which in turn raises 
the vital question as to whether such a contract is binding at all. It 
would seem that the promise of the corporation to make the purchase 
can be construed as a promise to do so unless at the time for perform¬ 
ance it had no surplus with which to make the purchase, and as so con¬ 
strued, the corporation’s promise can be deemed to be more than il¬ 
lusory and therefore to constitute sufficient consideration for the agree¬ 
ment. But one New York case held to the contrary. Topkin, Loring 
& Schwartz v. Schwartz, 249 N. Y. 206 (1928). 

In that case, a close corporation sold 114 shares of stock to an em¬ 
ployee and entered into an agreement with him in which the corpora¬ 
tion was to repurchase the stock at its book value upon termination of 
the employment of the employee. Bearing on the case was Section 664 
of the New York Penal Law which provides that it is a misdemeanor 
for a director of a corporation to vote "to apply any portion of the 
funds of such corporation, except surplus profits, directly or indirectly, 
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to the purchase of shares of its own stock.” Upon termination of em¬ 
ployment, the employee refused to sell the stock on the ground that 
the agreement was not binding. The corporation brought suit for spe¬ 
cific performance, but New York’s highest court sustained the em¬ 
ployee’s position. The reasoning of the court appears to have been that 
because it would have been impossible for the corporation to perform 
the contract if no surplus existed when the employee left, the contract 
was one not mutually binding on the parties and therefore lacking in 
consideration. It is very important to note, however, that the court also 
pointed out that, if the corporation had given as consideration some¬ 
thing other than its bare promise to buy the stock, e.g., had given em¬ 
ployment to the employee in consideration for his agreement to sell 
the stock at the end of his employment, then the contract would have 
been enforceable unless, as a matter of defense by the corporation, no 
surplus existed with which to make the purchase. Up to the effective 
date of the New York Business Corporation Law, September 1, 1963, 

this latter point had an important bearing on our main subject, which 
will be developed later. 



CHAPTER 4 

The Management 
of a Corporation 


THE STOCKHOLDERS 

As we have seen, the nature and extent of the powers of a corpora¬ 
tion are those specifically granted to it and contained in its charter and 
in the applicable statutes, together with those incidentally implied 
therefrom. To set these powers in motion, the stockholders will elect 
a board of directors and will adopt by-laws (or will delegate this task 
to the board) that define the duties and regulate the conduct of the 
members and officers. 

The stockholders, as such, have no authority to participate in the 
conduct of the ordinary business of the corporation, since these activi¬ 
ties are managed by the board. In addition to the election of directors, 
however, there is usually reserved to the stockholders, by law, decisions 
on various important matters pertaining to the existence, powers, and 
capital structure of the corporation. Among these matters are the ap¬ 
proval of the disposal of the aggregate corporate assets; approval of a 
mortgage on the corporate property; amendment of the corporate 
charter; increase, reduction or other change in the capital stock; and 
approval of the dissolution of the corporation or its merger or con 

solidation with another corporation. 

In some of these matters, the stockholders decide by majority vote, 
in others, for example, the mortgaging of the corporations realty, a 
two-thirds or greater vote is usually required by statute. In addition, 
the laws of a few states now require the vote of the stockholders before 


290 


THE MANAGEMENT OF A CORPORATION 


291 


a corporation may purchase its own stock and they specify the affirmative 
percentage necessary to secure approval. 


THE BOARD OF DIRECTORS 

Following their election, the board of directors chosen by the stock¬ 
holders meet and take up the management of the ordinary affairs of 
the corporation, since such management is placed in their hands by the 
laws of most states. It should be noted, however, that a board member 
as such has no individual authority to act for the corporation; he acts 
only as a board with his fellow members when they are assembled at a 
duly held meeting of the directors. Corporate officers are elected and 
their salaries fixed by the directors. These officers proceed through their 
own efforts and the efforts of hired agents and employees, to carry into 
execution the daily routine of the corporation’s business. 

The board of directors, however, can delegate to officers and agents 
only ministerial power to administer the affairs of the corporation. As 
manager °f the corporation and the primary possessor of all the powers 
conferred by the corporate charter, the board cannot delegate the exer- 
cise of the discretionary powers vested in it, such as, for example, the 
ection of officers or the declaration of corporate dividends. 

in theh m p0SS “ SiOn and use of property of the corporation and 
Lt ‘ manage “ f lts busi ^ ^e directors, although not strictly 
tmstees, ocaipy a fiduciary relation to the corporation and its stock 

holders, and are obligated to exercise the same degree of care a^d 

prudent ma n , T® its affairs “ would he exercised by the ordinary 
pnrdent man in conducting his own affairs, to the end that the corporate 
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In sizable corporations, it is common practice for the board of di¬ 
rectors to set up subcommittees from among their members and to 
delegate to these committees various advisory and ministerial duties. The 
board may, for example, form an executive committee or a finance com¬ 
mittee reporting to, and responsible to, the board of directors. 

OFFICERS AND AGENTS OF THE CORPORATION 

Since the board of directors acts only in an official meeting and since 
such meetings cannot be held continuously, it delegates the performance 
of ministerial duties on behalf of the corporation to officers and agents. 
The officers are elected by the board of directors, which board also 
regulates their salaries. The official positions to be filled and the duties 
of each office are customarily specified in the by-laws and usually consist, 
as a minimum, of a president, one or more vice-presidents, a secretary 
and a treasurer. 

Upon these officers falls the task of carrying on the business of the 
corporation, including the hiring and supervision of the agents and 
ordinary employees of the organization. 



CHAPTER 5 

The Liabilities in a Corporation 


A THOROUGH STUDY OF ALL THE PHASES OF LIABILITY 
involved in the corporate form of conducting business is beyond the 
scope of this text. Some understanding of the subject is necessary, how- 
ever, and an attempt will be made to review the general rules of 
liability that concern the corporation itself, its officers and agents, its 
directors and its stockholders. 


liability of the corporation 

A corporation is held liable for all acts of its officers, agents and 
ordinary employees performed within the general powers of the cor- 
poration and with the express or implied authority of the corporation, 
furthermore, if the representative, although unauthorized, acts within 
ie powers of the corporation, which subsequently ratifies the act or 
accepts its benefits, the corporation will be held liable. 

wh ' f “ “ th ° r j i2e i d cor P° rati °n representative enters into a contract 
which is beyond the powers of the corporation, an ultra vires contract, 

other na^ h aCt T*”? ^ “ forced a S ainst the corporation, unless the 
fbenet ^ f d “ d COr P oration has received the 
formed h K ! Performance. If such a contract has been fully per- 
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such contracts are held void, regardless of the identity of the parties 
involved. 

The liability of the corporation for the acts of its representatives 
when acting within the general scope of their authority goes beyond the 
field of contracts into the field of torts and sometimes into the field of 
crimes. Moreover, in these fields the fact that the wrong was committed 
in the course of a transaction that was ultra vires, does not relieve the 
corporation of liability. 

LIABILITY OF THE OFFICERS, AGENTS 

AND EMPLOYEES 

In a contractual matter, a representative acting for a corporation as¬ 
sumes no personal liability if his act, whether within the powers of a 
corporation or merely ultra vires, either is within his authority or is 
later ratified by the corporation. Without proper express or implied 
authority or ratification, however, the representative would ordinarily 
be liable to the corporation for any damages caused it and liable to the 
party dealt with for breach of implied warranty of authority, but since 
he did not purport to act for anyone but the corporation, he would not 
be liable under the contract terms, except in the case of a negotiable 
instrument. 

If a representative of the corporation commits a tort, as, for example, 
a trespass or a negligent or willful injury to another, while acting within 
the general scope of his authority, such representative, as well as the 
corporation, will be liable for the damage or injury caused. The same 
result would probably follow in the case of a crime, although this would 
depend upon the scope of the particular criminal statute involved. 

LIABILITY OF THE DIRECTORS 

Directors are obligated to exercise the same degree of care in their 
management of the corporation that they would use in the prudent 
handling of their own affairs. They must be honest, diligent, and loyal 
in performing for the corporation the duties they have undertaken. This 
rule is applied against each director individually as to his own acts or 
neglect, unless two or more directors have joined in a wrongful act. In 
applying the rule, however, directors are not held liable for mere mis¬ 
takes or errors in judgment, but they may be held liable for damage 
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or injury to the corporation resulting from their neglect to act, their 
failure to act with reasonable prudence or their negligent or willful acts 
inimicable to the welfare of the corporation. 

In some states, specific laws impose statutory liability upon directors 
and officers for breach or neglect of certain duties, as, for example, the 
failure to make a required report or the making of a false report on 
behalf of the corporation. 

In general, directors assume no contractual liability, because all con¬ 
tracts made by them are the corporation’s contracts. In some jurisdic¬ 
tions, however, directors are held personally liable on ultra vires con¬ 
tracts made by the corporation. 

Any tort or criminal liability of a director is determined by applica¬ 
tion of the general rules previously outlined. 


LIABILITY OF THE STOCKHOLDERS 

For the reason that stockholders as such are not concerned with the 
achve management of the corporation, the imposition of any tort liability 
against them in such capacity would be rare indeed. The same may also 
be said of contractual liability, since any special contracts that the stock¬ 
holders might enter into would be executed for and in the name of the 
corporation as the contracting party. 

Th.s brings us to a general rule, and one of the distinguishing char- 

forhe debts "Orth 0 "'' 0 "' ** * he St0ckh ° lders «* not liable 
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Of course, a stockholder is liable to creditors of the corporation for 
the amount distributed to him in dividends or capital stock in a case 
in which such a distribution was made while the corporation was in¬ 
solvent, for this is a clear case of a transfer in fraud of creditors. 



CHAPTER 6 

Characteristics of 
a Corporation Summarized 


IN GENERAL 

We are now in a position to summarize the unique characteristics of 
the corporation as a form of organization for the conduct of a business 
enterprise. 

The primary characteristic of a corporation is its own recognized 
legal entity, separate from the group of individuals who compose its 
stockholders. From this it follows that the death of a stockholder or the 
disposal of his stock does not affect the identity of the corporation. As 
stated by Blackstone, it is "a person that never dies; in like manner as 
the River Thames is still the same river, though the parts which com¬ 
pose it are changing every instant" (1 BI. Com. 468). It remains the 
same corporation, irrespective of changes in the ownership of its stock, 
ts span of life is limited only by its charter and applicable laws, and 
may be perpetual. By way of contrast, a partnership dissolution takes 

interest^ 011 ^ ° f * ° f Up ° n dis P osal of his partnership 

Another characteristic is that a corporation is the creature of the state 

crelrf? 3 StatC “ Federal government is necessary to 
create it. In contrast, a partnership is formed by the written or oral 
agreement of the parties themselves. 

A third characteristic of a corporation is the limitation of its powers 

or on S V XP T y 8ranted t0 k by itS Charter and incident to it 
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partners, subject, of course, to laws applicable to certain businesses and 
professions that may require proper licenses or appropriate evidence of 
the individual qualifications of the partners, as in the case of a firm 
of lawyers, doctors, or dentists. 

A fourth characteristic of a corporation is the so-called limitation of 
liability of the stockholders. They are not liable for the debts of the 
corporation. In the absence of special statutory liability, a stockholder 
stands to lose only what he has put into the corporation by way of 
capital stock. This feature, together with the fact that an investor can 
buy as much or as little stock as he sees fit and need not participate in 
the management of the enterprise, has made possible the gigantic 
corporations of today, of which the American Telephone & Telegraph 
Company is an example. Without such corporations, the national gov¬ 
ernment would remain the only instrumentality capable of carrying on 
the "big business” of the country, and socialism would be forced upon 
us. Again, in contrast, partners are fully liable for the debts of their 
partnership. This fact, together with the intimate business association 
required of them, sets a relatively low limit on the capital that a part¬ 
nership can assemble, and this, in turn, restricts the scope of ordinary 
partnerships to comparatively small business operations. 

A fifth characteristic of a corporation is that its management, although 
elected by the stockholder-owners, is not in their hands but in the hands 
of its directors. A stockholder cannot bind his corporation by individual 
action unless, of course, he is acting as its authorized agent, in which 
event he is acting not in his capacity as a shareholder but as a servant of 
the corporation. In the general partnership, each partner is ipso facto 
an agent of the partnership and binds all of the partners by his acts 
within the ordinary scope of the business carried on by the firm. 

PECULIAR CHARACTERISTICS OF THE CLOSE 

CORPORATION 

The general characteristics of corporations extend to close corpora¬ 
tions as well as to the huge enterprises with hundreds of thousands of 
stockholders. The fact remains, however, that the method of operation 
of the usual close corporation requires that some important distinctions 

be made. . . , 

We have defined a close corporation as one whose franchise is owne 
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by a small group of stockholders, ail of whom usually are actively 
engaged in its management. In other words, in the composition of its 
ownership and management, it closely resembles the usual partnership. 
From this resemblance flow some special characteristics important to our 
subject. 

First, there is the same intimate association of a few men pooling 
their talents and industry in the conduct of a business enterprise that is 
found in the case of a partnership. Each of the close corporation stock¬ 
holders is usually a director and an officer as well and, furthermore, is 
making the business of the corporation his life work. It is his full-time 
career as well as his investment. The natural result is that in the event 
of the death of one stockholder, the survivor or survivors is just as 
anxious for the enterprise to be continued as in the case of a partner¬ 
ship, and it is just as vital for him or them that this be done. 


Second, a stockholder s limitation of liability often assumes minor 
importance in a close corporation for the reason that large creditors 
frequently require the joint and several personal obligations of the 
stockholders before dealing with them. The extent of any such out¬ 
standing obligations is of great consequence to all concerned in the 
event of the death of a close corporation stockholder. 

Third, stockholders of a close corporation are accustomed to taking 
die profits of their enterprise mostly in the form of salaries rather than 
in the form of dividends. This is natural and proper, for in many cases 
the overwhelming share of such profits is attributable to the personal 
services performed by the stockholders as against the earnings on their 
invested capital. The full significance of this practice, however, is not 

realized until the death of a stockholder and the consequent discon- 
tinuance of his salary. 
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625, described the two-man corporation there involved as "what has 
frequently been called in this court an 'incorporated partnership.’ ” 

Fifth, and again because they look upon themselves as partners, the 
stockholders of a close corporation pay little attention to majority and 
minority stockholdings. Their business sessions resemble conferences of 
partners much more than the formal meetings of stockholders or direc¬ 
tors. They are accustomed to a unanimous meeting of the minds on 
every important decision before going ahead. And once a decision is 
made, all pitch in to work for its success. The various legal rights of 
controlling and minority stockholders are foreign to them. Foreign to 
them, also, are stockholders who want a voice in the management of the 
corporation but not in its work. "Drone’ 1 stockholders have no suitable 
place in such a corporation. Yet the death of a close corporation stock¬ 
holder will bring them in, unless careful plans are made in advance to 
keep them out. 

Sixth, because the stock in a close corporation is owned by only a 
few individuals, all of whom are usually active in its management, the 
shares have no ready market. Consequently, the only persons ordinarily 
interested in purchasing a deceased associate’s shares are the surviving 
stockholders. This characteristic, alone, makes such stock an unsuitable 
investment for the family of a deceased close corporation shareholder. 

There is another type of close corporation, often called a family 
corporation, which differs from the "chartered partnership” type in that 
its stock is owned by one family and it is usually dominated by the 
family head. It has continuation problems peculiar to itself which will be 
discussed separately later, and will be alluded to from time to time. 



CHAPTER 7 

The Effect of Death of 
a Close Corporation Stockholder 


I HE DEATH OF A STOCKHOLDER IN A CLOSE CORPORATION 
usually has important and far-reaching consequences in spite of the 
fact that such event has no automatic legal effect on the life-span of the 
corporation. As the incidence of these consequences depends upon 
whether the deceased was a sole stockholder, a majority stockholder, a 
minority stockholder, or owned exactly one-half of the shares of stock 
in the enterprise, an analysis will be made of the effect of the death of 
a stockholder occupying each such status. 


DEATH OF A SOLE STOCKHOLDER 

We have seen that one of the prime characteristics of a corporation 
is its continued succession for the period specified by its formal charter 
or by statute, unless it is sooner dissolved by affirmative action, and that 
its egal existence is not disturbed by any changes in the ownership of 
its shares of stock. The death of a stockholder, even though he owned 

... ° ,, e shares of stock ^ a corporation, does not ipso facto affect the 
i e of the corporation. Its stock merely passes on to new owners: first 
the executor or adm.nistrator of the deceased stockholder's estate 
and later, unless the corporation is liquidated by the estate, to the heirs’ 
or pmchasers from the estate, as transferees of the executor or admin-' 

Th S rZ° f ‘ h f T Ck tn thB hands of the “““‘or or administrator 

us w>h h and dut ‘“ ° f 1116 P ersonal representative are significant to 
- wrth respect to the shares of stock. These are succinctly sTout" 


301 


302 


CORPORATIONS 


case of In re Steinberg’s Estate, 150 Misc. 339, 274 N. Y. S. 914 (1934), 
a case in which the testator had been the sole stockholder: 

The executor in the case at bar received certain property rights 
as a result of his qualification. For present purposes, these con¬ 
sist primarily of three things, namely: First, the right to receive 
dividends which may be declared on the shares of the company; 
second, the right to vote upon such shares; and third, the right 
to receive all of the net assets of the company on its dissolution 
after the payment of its obligations to third parties. His posses¬ 
sion of these rights, however, is not beneficial but purely fiduci¬ 
ary, and he is answerable to his beneficiaries who are primarily the 
creditors and secondarily the distributees of the estate, for the 
manner of his conduct in the holding of, and transactions or 
omissions in respect to, every item of the property thus held in 
trust. 

But what about the personal representative’s right, if any, to continue 
the corporate business? He has only such rights of continuance as are 
given to him under the decedent’s will. In other words, if a decedent 
owned all or substantially all of the shares of stock of a corporation, his 
personal representative is subject to the same business continuation mles 
that govern in the case of a proprietorship business and he must deal 
with the corporation in the same manner that he would be required to 
if it were an unincorporated business. This is clearly brought out in the 
case of In re Stulman’s Will, 263 N. Y. S. 197, 146 Misc. 861 (1933), 
in which Surrogate Wingate stated: 

The question in the case at bar is really broader, however, than 
that of mere continuance of investment by the fiduciaries, and in 
essence concerns the continuance by them of the testators busi¬ 
ness, since he was virtually its possessor by reason of almost com¬ 
plete stock ownership. [The testator had owned 925 shares and 
his son 75 shares.] Under such circumstances the rule of law has 
been inflexible for the last half century, at least, that, to permit a 
testamentary fiduciary so to continue, a power to that effect must 
be found in the direct, explicit and unequivocal language of the 
will or else will not be deemed to have been conferred. Willis 
v. Sharp, 113 N. Y. 586, 21 N. H. 705, 706, 4 L. R. A. 493; Co- 
lumbus Watch Co. v. Hodenpyl, 135 N. Y. 430, 435; Matter of 
Kohler, 231 N. Y. 353, reversing 193 App. Div. 8; Matter of 
McCollum, 80 App. Div. 362; Matter of Archer, 77 Misc. 288, 
Matter of Gorra, 135 Misc. 93. The equitable powers of a Surro¬ 
gate's Court permit it to penetrate to the inner verities of the 
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situation. Thus, where the business in question is actually within 
the sole control of the testator, his testamentary fiduciaries will 
be held to a strict accountability in this regard, whether or not the 
formality of incorporation has taken place. In the absence of un¬ 
equivocal authority for continuance contained in the will, "an 
executor or administrator has no authority virtute officii to con¬ 
tinue it, except for the temporary purpose of converting the assets 
employed * * * into money.” Willis v. Sharp, 113 N. Y. 586, 

589. . . . 

The conclusion seems evident from the above quotations that the 
problems and hazards brought about by the death of a sole stockholder 
are similar to those faced upon the death of a sole proprietor. 


DEATH OF A MAJORITY STOCKHOLDER 

At this point it is important to recall to mind the outstanding char¬ 
acteristic of a close corporation of the "incorporated partnership” type, 
namely, that there is the same intimate association of a few men, com¬ 
bining dieir full time, talent and industry in the conduct of a business 
enterprise as was found to exist in a partnership. Therefore, although 
the death of a majority stockholder in a close corporation does not 
automatically dissolve the business association legally, as would be the 
case in a partnership, it nevertheless shatters the well-balanced combina¬ 
tion of diverse human talent that has been working together as a suc¬ 
cessful business team. 

The position of the surviving minority stockholders. In manv 
instance, on the death of the majority stockholder, the surviving mi- 
nmty stockholders are left occupying a worse position than would have 
been *e case had the organization been a partnership. In either sihT 
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will harmonize agreeably and successfully with those of the survivors. 
In fact, it is probable that the stock will pass into the hands of an heir, 
such as the deceased’s widow, who is incapable or unwilling to con¬ 
tribute to the work of the corporation and is interested only in substan¬ 
tial future dividends. 

But whoever the heir is, whatever his temperament and qualifications, 
whether he is an active or a "drone” stockholder, as the new owner of 
the deceased’s shares he will have the deciding voice in future meetings. 
Since the directors of the corporation are elected by vote of the stock¬ 
holders, the new interests can dominate the board. The board of direc¬ 
tors, in turn, not only appoints the officers and fixes their salaries, but 
dictates the dividend policy of the corporation as well. 

Picture, in this new setting, the unenviable position of the surviving 
minority stockholders. Left to carry the burden of the work of the cor¬ 
poration, they nonetheless can be out-voted at all meetings, and their 
very jobs and salaries as officers are placed in jeopardy. Of course, they 
can resign, and perhaps start a new organization of their own, but first, 
they will probably need to sell their stock in order to raise capital, and 
there is little or no market for minority holdings in a close corporation. 
Then too, they have been identified with a corporation whose name and 
location is familiar to the trade, and they will be handicapped by a 
strange name at a strange location. Had there been a partnership, then 
as surviving minority partners they would at least have had the right to 
wind up the affairs of the old firm and to have thus eliminated it and its 
name as a competitor before they started a new enterprise. In such a case, 
they would obviously have had a better opportunity to acquire the cus¬ 
tomers that had been "orphaned” by the dissolution of the partnership. 
The minority stockholders in a close corporation stand in dire need of a 
plan that will give them control of the organization in the event of the 
death of a majority stockholder. 

The position of the estate and heirs of the majority stockholder. 

The first destination of the shares of stock of the deceased majority 
stockholder is with the executor or administrator, who, as we have seen, 
holds the stock during the administration of the estate primarily for the 
creditors of the estate and secondarily for the heirs or legatees. 

If the deceased stockholder has left no will, it is the duty of the 
administrator of his estate to dispose of the personal property of the 
estate for cash, to pay the creditors of the decedent and the taxes an 
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administration costs, and to turn over the residue to those heirs or 
distributees entitled to it under the intestate laws of the state. (If the 
personal property is insufficient to pay the debts and charges, the real 
property may be resorted to.) If other property is sufficient to pay the 
debts, taxes and expenses of administration, and if the consent of all 
the heirs, provided they are all adult, is obtained, the administrator can 
conserve the deceased’s close corporation stock and ultimately deliver 
it to those agreed upon to receive it under any agreement of consent. 
Without such a fortuitous post-mortem arrangement, the administrator 
has no right to hold the stock beyond the time necessary for the prudent 
liquidation of it. 

Because the estate has a controlling interest to dispose of, it would 
seem at first glance that this should bring the estate a fair price, but the 
result is usually disappointing. In the first place, the stock is sold under 
a forced sale, for the administrator must carry through the administra¬ 
tion of the estate with reasonable promptness, a fact well known to all 
prospective buyers. In the second place, the administration of the estate 
may take place during a general business depression or during a depres¬ 
sion in the particular trade or industry involved. Hence, such a sale 

ordinarily results in a bargain for the buyer and a substantial loss to the 
stockholder’s estate and heirs. 


If the deceased stockholder has left a valid will, which is the least 
he should do in view of the above, the situation with respect to his 
close corporation stock is unchanged unless he has dealt specifically in 
the will with such shares of stock. If they have been specifically be¬ 
queathed or placed in trust, the stock will not be liquidated to pay 
creditors and other claims except as a last resort. But if such shares 
represent almost all of the deceased’s assets, some portion will have to 
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and successful part in the management of the business of the corpora¬ 
tion, trouble, disappointments, and losses lie ahead. Control of any 
vehicle without the requisite ability and experience to operate it safely, 
be it a highly powered car or an erstwhile smoothly running business 
organization, usually means that the vehicle and all aboard are headed 
toward disaster. If the surviving experienced minority stockholders 
decide not to risk remaining with the corporation, calamity is sure to 
follow. 

Perhaps the legatees will be content to remain inactive and to allow 
the surviving minority stockholders to run the business. Such a course is 
much less hazardous at the start, but it cannot subsist for long because 
of the conflict of interests engendered. The surviving stockholders, 
called upon to conduct the business alone, will feel that the profits 
should go to them in the form of salary increases, if they are not 
"plowed back” into the enterprise for future development. The inactive 
stockholders, not being on the payroll, can derive benefit from the 
business only from dividends on their stock. Accordingly, they will 
insist on a dividend income if there are any profits, and because of their 
voting control, they will be in a position to command dividend distribu¬ 
tions in lieu of salary increases to the active minority stockholders. Thus, 
the latter, left to do all the work, are expected to share a substantial 
portion of the fruits of their labor. Such an arrangement obviously will 
not long endure. 

The conclusion is evident that unless the majority stock passes into 
the hands of an experienced legatee such as a capable son or other rela¬ 
tive of the deceased majority stockholder who is already active in the 
affairs of the corporation, who has proved to be a congenial associate, 
and who will be ready and willing to shoulder his share of the burden, 
the heirs will be far better served with the prompt receipt of the cash 
value of the stock. 

DEATH OF A MINORITY STOCKHOLDER 

From the standpoint of the business "team,” the death of a minority 
stockholder may be just as serious as the loss of a majority stockholder. 
In fact, there are many close corporations in which the minority stock¬ 
holder contributes the major part of the work while the other associate 
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contributes the major part of the capital. In any event, the death of 
the minority shareholder disrupts the intimate group of well-balanced 
business talent and leaves the survivors with the problem of reorganizing 
the management of the corporation. 

The position of the surviving majority stockholders . Faced with 
the necessity of reorganizing their management staff, the surviving 
majority stockholders are in a position to readjust this particular matter 
promptly. By means of their controlling number of votes as stockholders, 
they can reconstitute the personnel of the board of directors. The board, 
in turn, can search out and appoint, at a suitable salary, a new officer to 
take over the duties of the deceased stockholder. 

Provided always that the surviving majority stockholders, in their 
capacity as controlling directors, act in good faith for the best interests 
of the corporation, the new minority stockholder will be unable to 

interfere successfully with the future dividend policy that the survivors 
adopt. 

In the matter of their own future salaries, however, the majority 
stockholders may find themselves vulnerable. The underlying difficulty 
here is that the vote of a director in the matter of his own salary is a 
nullity and should not even be cast. While all of the original stock¬ 
holders were alive, this point was of no moment, for they were ac¬ 
customed to act unanimously and there was no one to complain. But 
the death of one of their number brings a vital change in this respect. 
Now, there is a new minority stockholder who is likely to complain if 
any salary increases are attempted. The vulnerability of the surviving 
stockholders on this point is demonstrated in the following quotation 
from the opinion in Fitchett v. Murphy, 46 App. Div. 181 (N. Y.) 
referring to the lower court opinion: 


The learned court, in its opinion, correctly held that "Directors 
of a corporation have no right to vote salaries to one another as 

They are not de- 
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ber for prescribed services might be deemed conclusive, where 
the influence of one employed was not a factor therein. This case 
is quite different.” 

That the fact that the by-laws of the corporation provide for the salaries 
to be established by the board of directors does not surmount the dif¬ 
ficulty is shown by the following quotation from the opinion in 
McConnell v. Combination M. & M. Co., 31 Mont. 563, in which the 
court said at page 568: 


The directors had power to adopt a code of by-laws (Comp. 
Statutes, 1887, Div. 5, Sec. 454), but they could not, even under 
a by-law, vote a salary to one of their number when the vote of 
such director was necessary to make up a quorum. 


Under such circumstances, it is not established whether the salary 
resolution is void or merely voidable. Some jurisdictions hold it void. 
At least one jurisdiction holds the resolution voidable, and that it can 
be validated in a stockholders’ meeting by a majority vote. Probably 
most jurisdictions hold that the salary resolution is voidable at the 
instance of a dissenting stockholder. Regardless of the jurisdiction, 
however, it is not to be expected that the future acts and decisions of 
the surviving majority stockholders will go unchallenged. On the con¬ 
trary, unless the minority stockholders are treated more liberally than 
good business judgment usually dictates, their plight will be such that 
they will take advantage of every opportunity to harass the majority. 
The survivors will be fortunate indeed if they succeed in avoiding not 
only unpleasantness and bickering in every stockholders’ meeting but 
ultimately, a hostile, expensive and time-consuming shareholders’ suit. 

The position of the estate and heirs of the minority stockholder. 
The shares of the deceased minority stockholder pass first into the hands 
of his executor or administrator, but their ultimate destination is de¬ 
pendent upon the status of the estate and the provisions of the deceased s 
will, if any. 

If there is no will, the administrator is called upon to dispose of the 
stock for cash unless all of the heirs, provided they are all adult and 
thus capable of consent, agree to accept the shares themselves and un¬ 
less there is also sufficient other property in the estate for the payment of 
all the debts and obligations of the deceased and his estate. 

If the deceased stockholder leaves a will without specific provisions 
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with respect to his stock, the situation is the same. The executor is re¬ 
quired to sell the stock in the absence of a valid post-mortem agreement 
among the legatees to accept the stock certificates in lieu of cash, again 
keeping in mind that such an agreement cannot be effectuated unless 
there is sufficient other property in the estate available to the executor 
for the discharge of all estate obligations. 

In either of the foregoing situations, the position of the executor or 
administrator appears at first glance to be identical with that which 
prevails in the case of the death of a majority stockholder, but in reality 
there is a vast difference. Because he has a controlling interest in a close 
corporation to dispose of, the personal representative of a deceased 
majority stockholder usually possesses a marketable estate asset. This is 
not true of the personal representative of a deceased minority stock¬ 
holder. In most instances, his only available market consists of the 
surviving majority stockholders who, already having control of the cor¬ 
poration, can well afford to play a waiting game. Fortunate is the per¬ 
sonal representative who, in this situation, is able to dispose of the 
minority interest at a price acceptable to the probate court and pleasing 
to the legatees, if, indeed, he is able to dispose of it at all during the 
limited probate period of the estate. 


If there is a valid will specifically bequeathing the shares of the 
minority stockholder to one or more legatees, or an effective post-mortem 
agreement on the part of the heirs to accept such shares, and there are 
unds available for the payment of estate obligations, the minority stock 
ownership will pass ultimately into the hands of one or more members 
o die deceased s family. If the ultimate owner is a son or other relative 
ready, willing, capable, and acceptable to the surviving majority stock¬ 
holders as an intimate business associate, no difficulties should ensue. 

st^khnld 15 r““£ thC CaSe ’ ** nCW ° Wner prOVCS to be an inacti ve 
stockholder, then the trouble starts. 

Often the new owner is the widow of the deceased. Before his death 

UonT’d'T “ IdCr delived a «°° d Uveli h°°d from the corpora¬ 
te^ ter d j * not ™P° ssibl e> to persuade his widow 

that her deceased husband's income resulted almost entirely from his 

happened “ 3 '*’?* " the Jact tet h 

ST she w m n S ° me r “ ° f ^ “ 46 entet P“ Se ' lQ P-ba- 
chVidend 1 Cease to “P^ more income in the form of 

S on the stock than the board of directors is willing to declare. 
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In fact, the payment of substantial dividends on the common stock of 
close corporations is the exception and not the rule. Any residue of 
corporate earnings left after the payment of commensurate salaries to 
the active stockholders is usually needed for the further development 
and expansion of the corporate business. 

It is in this setting that the new minority stockholder will attend 
stockholders’ meetings, there to participate in the discussions and to vote, 
however impotently, upon all the matters brought up. These discussions 
may well become bitter as time goes on and as the true situation of the 
inactive stockholder unfolds. If the cumulative system of voting for 
directors is used, the minority stockholder will be able to gain repre¬ 
sentation on the board and thus to carry such bitterness into the delibera¬ 
tions and actions of the board on the vital matters of salaries paid and 
dividends declared. 

Eventually, the minority stockholder will either give up the unequal 
stru ggl e a °d sell the stock at a bargain price or, bitterness turning to 
rancor, will bring the majority stockholders into court on charges of 
mismanagement in an attempt to compel the payment of smaller salaries 
and greater dividends. 

The case of Harrington v. Milton C. Johnson Co., 283 App. Div. 
865, 129 N.Y.S. 2d 442 (1954) is an example. Following the death 
of one of the stockholder-officers of the company, his widow inherited 
44 per cent of the corporation’s stock. No dividends had been paid on 
the stock for many years. This policy was continued after the stock¬ 
holder’s death, although there was ample corporate surplus. However, 
the salaries of the officers and directors of the corporation were increased 
substantially. In an attempt to change the situation, the widow eventually 
applied to the lower court in New York for an order permitting her to 
examine the corporation’s books and records. The lower court denied 
her application and she appealed to the Appellate Division of the New 
York Supreme Court. Here was the result, in the words of the Court: 

Order unanimously reversed and the motion granted. . . . 

The husband during his lifetime was an officer and employee of 
the corporation. Since his death the salaries of the three officers 
and directors have been increased over fifty per cent. Five of the 
respondent’s salesmen are stockholders. In 1952 this group re¬ 
ceived a total of $57,210.71 for salary and expenses. The re¬ 
spondent refuses to reveal to petitioner how these payments are 
divided between salary and expenses. It states that no effort is 
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made to scrutinize the expenses of a salesman because it would 
adversely affect the morale of the salesmen. At the end of 1952 
the respondent had a total surplus of more than $235,000. No 
dividends have been paid for many years. In the light of these 
and other facts presented in the record, the appellant is entitled 
to the requested examination of the respondent’s books and 
records. 

Such suits are common, but few of them are successful in procuring 
larger dividends because the underlying situation usually justifies the 
conduct of the majority stockholders. Such a lawsuit causes the con¬ 
trolling stockholders considerable expense and embarrassment and some¬ 
times loss of newly voted salaries. But instead of forcing payment of 
larger dividends, it usually only demonstrates to the inactive minority 
stockholder that the income-producing power of his shares of stock in 
the close corporation is relatively small. 

Clearly, it is the duty of every minority stockholder in a close corpora¬ 
tion to make sure that his stock interest does not pass into the hands of 
an inactive member of his family. This he can readily prevent by becom¬ 
ing a party to a plan by means of which his shares will be purchased at 
his death for a fair price by the surviving majority stockholders. 


DEATH OF AN EQUAL STOCKHOLDER 

Scattered throughout the country there are a host of "two-man” cor¬ 
porations. In each of these corporations, the enterprise is carried on by 
two men, each owning one-half of the shares of stock. Many of these 
concerns originally started out as co-partnerships and were incorporated 
later to obtain the advantage of limited liability. They are typical "in¬ 
corporated partnerships,” in which the work and the profits are shared 
equally in an atmosphere of harmony and unanimity on all important 
decisions Informality is the rule, and voting power is never thought of 

.rf- fact ,’ * e st °ckhoIders ““id" themselves, and customarily 
refer to themselves as, "partners,” to the dismay and confusion of their 
more legally minded friends. 

ab^ttv 7 neCeSSary to de P ict the situati °“ brought 

of the y *1 d f ? ° f 0ne ° f th “ e ^ ^holders. The equal sharing 

time atTe^t is terminated, and the survi™, for somf 

hme at least, must carry the burden alone. Gone, also is the soirit^f 

armony at prevailed in the management of the enterprise. First, the 
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personal representative, in a new and strange atmosphere of formality, 
will occupy the place of the deceased associate at stockholders’ and direc¬ 
tors’ meetings. Representing primarily the creditors of the deceased 
stockholder and secondarily his heirs and legatees, the viewpoint and 
objectives of the executor or administrator will be foreign to that of 
the surviving stockholder. Ultimately, the deceased’s place will be oc¬ 
cupied either by a purchaser of the deceased’s stock, if the personal 
representative is required to sell, or by a member of the deceased stock¬ 
holder’s family. In either event, there is little possibility that the new 
stockholder will prove to be an acceptable ‘'partner” to the surviving 
stockholder. The probability verges into certainty that the resultant dif¬ 
ferences in experience, burdens or objectives, in combination with equal 
ownership and voting power, will rapidly develop into a stalemate that 
can be resolved only by the liquidation of the corporation. 

Surely, equal stockholders stand in need of a plan that will eliminate 
any such unfortunate result. 



Part II 


PLANS ATTEMPTED, TO AVOID 
DELETERIOUS EFFECTS OF 
CLOSE CORPORATION 
STOCKHOLDER’S DEATH 


CHAPTER 8 

Plans Improvised after 
a Stockholder's Death 


THE PREVIOUS CHAPTER, WE HAVE SEEN THAT THE 

death of a close corporation stockholder has important and often dele- 
enons consequences to all concerned, even though such a death does not 
Itself affect the life-span of the corporation. As the adverse effects of 

cerned naturaI that &e P^es ™n- 

sete We fn mP t0 Y * he SitUati ° n 1,1 which *<7 ^ them- 
selves. We shall review some of these attempted remedies in order to 

demonstrate the sterility of all such post-mortem improvisations. 

death of a sole stockholder 

The death of a stockholder who owns all or nearly all of the stock of 
adoration leaves his estate and heirs in much the same p sitiont ff 

language that ~ i* •, « wm scace5 otherwise in 

g^age that is direct, explicit and unequivocal. If, therefore, the sole 
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stockholder has neglected to act prior to his death with respect to the 
future of his corporation, it devolves upon his personal representative 
to sell or to liquidate the enterprise. This is not easy to do, however, if 
the corporation has been a profitable one that provided the livelihood of 
the deceased stockholder and his family, and occasionally the personal 
representative or the heirs will attempt to keep the business operating 
despite the lack of proper authority to do so. This was the situation in 
the following case, which again illustrates the folly of dealing with estate 
assets without proper authority. 

The case of In re Kinreich 1 s Estate, 137 Misc. 735, 244 N. Y. S. 357 
(1930), was a proceeding in the Surrogate’s Court in which the widow, 
as executrix, and Turkus, as co-executor, were called upon for an ac¬ 
counting of the estate assets of Leo Kinreich. At his death, Kinreich 
owned all of the stock of the Sterling Wax Paper Manufacturing Com¬ 
pany. His will contained certain legacies to two employees and named 
his wife residuary legatee, but it did not give her the authority to con¬ 
tinue the corporate business. Approximately ten days after Kinreich’s 
death the personal representatives and their attorney held a conference 
to plan for the continuance of the corporation at which the widow was 
elected its president, at a salary of $300 a week. Thereafter, she actively 
conducted the business for two years and four months until it became 
bankrupt in January, 1929. During this period, the co-executor refrained 
from taking any active part in the affairs of the corporation, although the 
widow sent him periodic reports. 

Following the failure of the business, the legatees under the will 
brought this proceeding in an effort to hold the personal representatives 
accountable for the loss. The court held both executors liable and sur¬ 
charged them with the book value of the business at the date of the sole 
stockholder’s death. With reference to the liability of the widow, the 
opinion stated, in language reminiscent of that used in cases dealing 
with sole proprietorships and already familiar to us in that connection: 

As to the liability of testator’s widow, who qualified as execu¬ 
trix and actively managed the business, it clearly appears that, in 
the absence of any authority in the will, she must be held strictly 
accountable for the loss sustained in continuing the business. 
Manhattan Oil Co. v. Gill, 118 App. Div. 17, 19, 103 N. Y. S. 

364; Matter of Glass' Estate, 134 Misc. 291, 235 N. Y. S. 299— 
both citing Willis v. Sharp, 113 N. Y. 586, 21 N. E. 705, 

4 L. R. A. 493. 
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With respect to her salary of $300 per week, the opinion stated: 

The payment of this excessive amount furnished a strong mo¬ 
tive on the part of the widow to continue the business in disre¬ 
gard of her legal duty. 

In holding the co-executor also liable, the court said: 


As to the co-executor, Turlcus, the contention that he took no 
active part in the running of the business and therefore should 
not be held liable for the loss cannot be sustained either by the 
testimony or as a matter of law. . . . The referee finds, however, 
that the corporation was not insolvent at that time [upon testator’s 
deathj, and that, as executor, Turkus was negligent in failing to 
determine its exact status and in permitting Mrs. Kinreich to oper¬ 
ate the business and conduct the estate as though it were her own 
personal affair, he is equally liable with her for the loss suffered 
by the legatees. . . . 

From the entire record it appears that the executor, Turkus, 
was properly held responsible with the executrix for the loss to 
the beneficiaries of the estate. His duty, as the developments show, 
was to insist that the business be sold or liquidated as soon as 
reasonably possible after testator’s death. [Several cases cited as 
authority, also Harvard Law Review, March, 1921 , p. 483.] 

With reference to the corporation, the opinion commented as follows: 


That the estate held only shares of stock in the business cor¬ 
poration does not affect the question of the executors’ liability. 

his question has been decided by the Court of Appeals in Matter 
of Aud,tore's WM, 249 N. Y. 335, 345, 164 N. E. 242, 244, the 
court saying: ’’The surrogate is not dealing with the corporation, 
but with the value of its stock at specified times.” 


voted t Z t,’ u ° Ind - App ’ 543 ’ 94 NE - 2d 48 9 (WO), in. 
olved the banc rules where the decedent widower, owning 290 of the 
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executor Ti J h ° * S ° W3S app01nted g“ ard ian of the children. The 

S ditto 3 S T ‘ derS ' meeting at Which ** and “<>*« were 
opmteteTnVr "f ‘ “ Urt 0rder ** continued to 

$29 000 1 rh ’T .T f ° r * Per ‘ 0d ° f 0Ver four years. T be stock worth 

oftL nerId 6 ^ ™ ^ a ‘ ^lend 

ment oL trusted t obtalned a court order for the appoint- 

nrstee to hqmdate the corporation. When the resident Leu- 



316 


CORPORATIONS 


tor and the trustee filed their reports, fourteen years later, three of the 
children sought to charge the executor with the value of the stock on 
the date he was appointed, and the trustee with the value of the cor¬ 
poration’s assets when he took over. The trial court relieved the execu¬ 
tor of responsibility, on the ground that responsibility for the stock rested 
on the guardian for the children. The appellate court reversed and 
ordered a new trial, stating in part: 

It is not within the general scope of his powers or authority 
for an administrator or executor to carry on the business of his 
decedent, and if he does so without the order of some proper 
court, or the authority of a will, he does so at his own risk and 
will be personally liable for all losses sustained, while he will be 
required to account to the estate for all profits he may make. 
[Authorities cited, including Burwell v. Caivood, 4 3 U.S. 560, 
and Lucht v. Behrens, 28 Oh. St. 231.] 

. . . The executor was bound to know that he had no right to 
turn the administration of the estate over to the guardian or to the 
Root Manufacturing Company without order of court and without 
complying with the law. No statute or court order authorized any 
such delegation of authority and responsibility. 

When Executor Arnt assumed control of the corporate stock of 
the Root Manufacturing Company, he could have either sold said 
stock for its value at that time, or distributed it under order of 
the court. 

He chose instead, without any authority from either the court 
or will, to continue operation of the business through others, for 
a period of over four years and until said stock is now probably 
of no value. 

The personal representative is liable for the actual loss to the 
estate resulting from negligent failure to sell securities. 33 C.J.S., 
Executors and Administrators, § 248, p. 1259. 

Since it is patent that the sole stockholder of a corporation is con¬ 
fronted with the same business continuation problems as the sole 
proprietor, it should be equally patent that those problems are susceptible 
to like solutions. Furthermore, since the solutions of the problems en¬ 
countered by the proprietor in perpetuating his enterprise and in as¬ 
suring its full going value to his heirs have been fully discussed in the 
book on Proprietorship, our discussion here of the sole stockholder will 
be concluded by referring the reader to the appropriate material in that 
section and by calling attention to the fact that in working out a satisfac¬ 
tory solution, the sole stockholder has the distinct advantage of dealing 
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with more readily identifiable and more easily divisible property, for he 
is dealing with shares of corporate stock instead of the divers items of 
real and personal property used in the conduct of a proprietorship 
business. 


DEATH OF A MAJORITY STOCKHOLDER 

There are in existence many close corporations made up of two stock¬ 
holders, one of whom owns a few more shares of stock than the other. 
While both stockholders are alive, this difference in holdings is dis¬ 
regarded, and they conduct the business as if they were equal partners 
in the enterprise. Upon the death of the majority stockholder, how¬ 
ever, this difference will sooner or later assert itself, and the new 
owners of the majority stock will take the control away from the surviv¬ 
ing minority stockholder. Such a development is illustrated by the 
following cases. 7 

Games Bros. Co. v. Gaines and Gaines v. Gaines Bros. Co. Frank 
Games and h.s brother, James Henry Gaines, had organized a partner- 
shrp m 1893 for the purpose of farming, stock raising, and the conduct 
of a general tradrng business that included the buying and selling of 

dJofrt t° d 0ther i commodlti «- James contributed $1,000 more to 
the partnership capital than Frank. 

Bro“ cT'Jth 07 ' tW ° bl0therS f ° rmed *■* cor P°ration of Gaines 
*25 each' The ^ ° f $4 °’° 00 ’ divided int ° 1600 shares of 
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n J cornora mS ° f ^ ^ f °™ er Partnership^ Te 

the two brothers W ^ ** *** “ Papers, 
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finances were continued in the ° f *“* “^“ration, the 

kept. There were no “T"' D ° detailed records being 

met at various times and nl ' ngS ° the corporation; the brothers 
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place in order to elect one of the deceased’s two sons a director, the 
majority interest having passed to James’ widow and sons. 

The business of the corporation was then carried on as before for 
a period of nearly sixteen years; it operated as a family affair, with 
Frank and the heirs of his brother drawing checks against the corpora¬ 
tion bank account to meet their individual needs and without the keep¬ 
ing of any detailed records. Eventually, however, the heirs of the 
deceased brother constituted themselves a majority of the board of direc¬ 
tors and in about the year 1930 they began to assert their authority. 
Friction developed immediately, and soon afterward the majority put 
through a dividend declaration of $260,000. 

Frank then brought these two actions, Games Bros. Co. v. Gaines, 
176 Okla. 576, 56 P. 2d 869, and Gaines v. Gaines Bros. Co., 176 Okla. 
583, 56 P. 2d 863 (1963), with various objects in mind but with the 
primary purpose of establishing his right to equal ownership of the 
shares of stock in the corporation, based upon an alleged oral agree¬ 
ment to that effect made with his deceased brother at the time of its 
incorporation. This object, if established, would of course give Frank 
the equal say in the management of the corporation that he had always 
exercised in operating the partnership and the corporation with his 
brother. The court, however, refused to go beyond the written and 
verified articles and agreement of incorporation and decided against 
him. And not only did Frank lose his major contention, he also, since he 
had not alleged any wrongdoing on the part of the heirs, failed to 
obtain the other forms of relief requested, including an injunction 
against further dividends and for an accounting. On the subject of 
majority control, the court said as follows: 

In the absence of any allegations in the petition of negligence, 
misfeasance, fraud, oppression, or mismanagement on the part of 
the officers and directors of the corporation, the plaintiff has no 
standing in a court of equity to enforce an accounting or for dis¬ 
solution of the corporation. The majority interest in a corporation 
have a right to dictate the business policy of the company so long 
as it is done in an honest, reasonable, competent, and efficient 
manner. The law has always recognized the right of majority 
stockholders of a corporation to control its business and affairs, 
and a court of equity will never interfere with such control ex¬ 
cept for the very best of reasons. 
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It is clear from this case that the death of a majority stockholder 
leaves the surviving minority stockholder in a precarious position, 
barring affirmative wrongdoing on the part of the heirs, and it takes 
little imagination to foresee what the next step will be in most instances. 
Because of the acrimony developed in the advanced stages of litigation, 
in all probability the stockholders are never again able to work together 
harmoniously. Therefore, unless the services of the surviving minority 
stockholder are absolutely indispensable to the corporation, the "final 
act” will find the controlling majority stockholders dispensing with his 
services. 


What can the surviving minority stockholder, acting alone, do to 
protect his position in the corporation? He can buy out the heirs of the 
deceased majority stockholder, if they are willing to sell, if an agreement 
can be reached as to the purchase price, and if the survivor can raise the 


necessary purchase money. Provided that the corporation is prosperous, 
there is little likelihood that the new majority stockholders will con¬ 
sider selling their stock, let alone do so at a price that the survivor can 
pay. Second, the survivor can sell his stock interest, if he can find a 
buyer. Outsiders are usually not interested in purchasing a minority 
interest in a close corporation, and therefore, probably the only prospec¬ 
tive buyers are the new majority stockholders. But since they already 
have control of the corporate affairs, they have no particular incentive 
to purchase the additional shares and will offer little for them. More¬ 
over, this alternative sells the survivor out of a job instead of protecting 
is position in the corporation. Third, the survivor can submit to the 
control of the new majority stockholders and hope for the best. 

he mere recital of these alternatives makes it obvious that a minority 
stockholder cannot afford to trust his future to the chance that, after the 
majority stockholder’s death, he will somehow be able to conclude a 
satisfactory arrangement with the heirs. To protect his position in the 

s —’ he maS [ entec mt0 an arran s ement with his majority as- 
sociate, he must act before a death occurs. 


DEATH OF A MINORITY STOCKHOLDER 

t ’ le , 8reater number ° f associates in dose corporations own a 
■ty s ock interest. The situation most frequently involved, there- 
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fore, is that brought about by the death of a minority stockholder. In 
the previous chapter, this situation was discussed in general terms. Now, 
let us observe what actually happens in some of these cases in the absence 

of any special arrangements between the original stockholders to take 
care of such a contingency. 

Situations frequently occur in which it becomes the duty of the 
executor or administrator of a deceased stockholder to sell his shares 
of stock in the process of administering his estate. In the case of the 
death of a minority stockholder who has made no specific provision with 
respect to his stock, this duty often presents an embarrassing dilemma to 
the personal representative. If he holds the stock, he may be surcharged 
for any losses to the estate resulting from the retention of a non-legal 
investment. On the other hand, because the market for a minority interest 
in a close corporation is extremely limited, if any market exists at all, 
he may be surcharged for selling the stock at what is ruled to be an 
inadequate price. Such a dilemma was barely avoided by the personal 
representative in the following case. 

Matter of Middleditch. Livingston Middleditch died possessing a 
minority interest in a close corporation, and it was the duty of his per¬ 
sonal representative to dispose of this stock, if possible. When the time 
came for an accounting of the affairs of the estate however, the personal 
representative, unable to find a buyer, still held the stock among the 
estate assets. The heirs then entered objections to an approval of the ac¬ 
count and urged that a surcharge should be made. The rest of the story 
appears in the following quotation (N. Y., Kings County Surrogate, 
N. Y. Law Journal, Feb. 18, 1935): 

. . . The burden rested upon the objectors to demonstrate that 
the actions of the executors in retaining the stock of the company 
have resulted in loss to the estate (Matter of Pollock, 134 Misc., 

212, 214). In this they have failed. It may be conceded that it 
would have been the duty of the executors to sell the stock if a 
reasonable market could have been found. This consideration is, 
however, pointless on the record since no suggestion has been 
made that any such market has ever existed. This is not surpris¬ 
ing since the purchase of a minority interest in a close corporation 
is a transaction which would appeal to few persons. There is no 
more reason for criticising the accountants for failure personally 
to buy the stock than for the like failure of the objectants. The 
difficulties encountered by the executors in liquidation were in- 
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herent in the nature of the property in the hands of the testator 
and the situation was not altered by his death. . . . 


The real lesson from this case, however, is not the final avoidance of 
personal liability by the executors of Middleditch, but the plight of his 
legatees. The failure of minority stockholder Middleditch to make 
specific plans for the satisfactory disposal of his stock resulted in an 
unsuccessful litigation that was costly to the heirs. Moreover, they 
took possession of the stock because no buyer could be found. In fact, 
it is difficult to foresee how it could ever be sold for more than a frac¬ 
tion of its true value, and further loss to the heirs seems inevitable. 
How much better it would have been, both for his executors and for 


his family and probably for the surviving majority stockholders, as the 
next case will show, had Middleditch arranged to sell his minority 
holdings to the surviving stockholders for an adequate cash price. 

Godley v. Crandall & Godley Co. In 1871, the partnership of Crandall 
& Co. was formed by William D. Godley, Allen B. Crandall and Wil¬ 
liam Zeigler to deal in fixtures and supplies for grocers, confectioners, 
and bakers. In 1878, Zeigler sold his one-third interest to Crandall. In 
1887, Crandall died and his two-thirds interest was sold by his estate to 
Lyman F. Pettee, who then formed a new partnership with Godley to 
continue the business under the original name. In 1892, Godley and 
Pettee incorporated as Crandall & Godley Co. under the laws of New 
Jersey, and the corporation so formed then took over the assets and good 
will of the partnership. In 1895, the defendant Crandall & Godley Co 
was organized under the laws of New York by Godley, Pettee and 
Karlsruher. This corporation then acquired the assets and good will 

ot.the New Jersey cor P ora tion and the latter was dissolved. Shortly after 

this, Godley and Pettee allotted a small amount of their stock to certain 

avored employees who were to pay for the shares from subsequent 
dividends to be declared. ^ 


Aum^Tn, 1895, Godle5, feU m 20(1 became incapacitated, and in 

Pete and Ka fT ^ 0th " members ° f board of Sectors, 
Pettee and Karlsruher, carried a resolution discontinuing Godley’s salary 

as p resid ent and voting an increase to Pettee 7 7 

Pete'Wilt! 17T “ d 1897 thC board ° f Sectors, consisting of 

tions a^or^nfs^ ekenstadt, passed blanket resolu- 

thoriamg salary increases to be made to selected employees. 
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Under these resolutions 9 per cent was paid upon the common stock 
held by each employee stockholder in each year from 1895 to 1908 in¬ 
clusive and also upon the common stock held by the directors in each 
of such years except the last three. These increases were purportedly 
"additional salaries” and the total paid out in this fashion amounted 
to $103,248. As for the last three years, the directors, in November, 
1906, voted themselves increases in salaries amounting to $14,310 for 
services already performed in that year. A total of $42,330 increased 
compensation was paid during that and the following two years. 

During this same period from 1895 to 1908 inclusive, dividends of 6 
per cent were paid to all common stockholders in each year except 1907, 
when 7 per cent was paid and in 1908, when none were paid. 

In the meantime, in December, 1897, Godley died, leaving to the 
plaintiff, his widow, who was sole executrix and sole legatee under his 
will, his minority holding of upwards of one-third of the capital stock 
of the corporation. The widow demanded representation on the board 
of directors but this was refused by Pettee, who controlled the majority 
of the stock. From time to time after this Pettee endeavored to purchase 
her stock, always, however, refusing to give her information as to the 
financial condition of the company. During 1905, he advised her to 
sell her common stock at par when, for the previous year, the total 
earnings, exclusive of the 9 per cent "additional salaries” paid, amounted 
to over $100,000 and the surplus stood at $242,509.76. In 1908, al¬ 
though the earnings for the previous year were about $40,000 and the 
surplus was $243,276.47, he caused a dividend to be passed. Then in 
the summer of 1908 he again sought to purchase the widow’s stock for 
the stated purpose of turning over the entire business to his sons; how¬ 
ever he still refused to give any information as to the financial condition 
of the corporation. 

In January, 1909, the premises of the corporation were destroyed by 
fire, the resultant loss being fully covered by insurance. At that time 
the same directors, holding a majority of the stock but less than two- 
thirds necessary to dissolve the corporation, decided to discontinue its 
business and to liquidate. Shortly after this Pfeiffer resigned as director 
and, together with a son of Pettee, organized a new corporation. Pettee 
then proceeded to liquidate the affairs of the Crandall & Godley Co. 
by selling its tangible assets for value, reducing its capital from $ 300,000 
to $15,000 and turning over to the new corporation its customers, 
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brands and trade names without compensation, although good will had 
been carried on the books of the old corporation at $132,000. Pettee was 
then voted $13,750 by the directors of the old corporation for his serv¬ 
ices in connection with the liquidation, although the corporation was 
never legally dissolved. 

Ultimately, the widow brought this representative action, Godley v. 
Crandall & Godley Co., 212 N. Y. 121, 105 N. E. 818 (1915), against 
all concerned to compel payment back to the Crandall & Godley Co. of 
(1) the money paid out under the guise of 'additional salaries”; (2) the 
money paid to the directors as salary increases under the 1906 resolu¬ 
tion, (3) the value of the good will of the corporation transferred with¬ 
out compensation to the new corporation; and (4) the money paid to 

Pettee for his services in liquidating the assets of the Crandall & Godley 
Co. 7 


New York s highest court held the defendants accountable for the 
"additional salaries” paid, totaling $103,248, with interest from the 
time each item had been paid out, for the $42,330 in salary increases 
received under the 1906 resolution, for the $13,750 paid Pettee in con¬ 
nection with the liquidation, and for $90,000 as the fair value of the 
good will of the corporation. 

The court's opinion is too lengthy to quote in full, but some excerpts 
are enlightening. r 

With reference to the "additional salaries," the opinion stated in part: 


There is at least some evidence to sustain the finding that the 

d,Str ! bu,ed *e surplus earnings of the corporation 

“ d “ rtain employee stockholders under the 

STof f th dd ““ but “P° n the “^0™ of nine per 

to the t, COmm ° n ? pit ? 1 5t0ck heId b ? “ d "°t according 

Plainly mdTa ‘‘“I cor P° ration b P distributees® 

and , W ? distribution of assets was without consideration 

ZplZigt II : ° rp0Cation itseIf - and * immaterial that 

“ 1 ! ed Payments dividends and that the directors 
called them additional salaries. sectors 


under the 1906 resolution - the 
interest 8“« a l rule that acts done in the 
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shareholders, and that those who object must correct them within 
the corporation. . . . [Cases cited.] That rule results from the 
necessity that the majority must determine the policy of the cor¬ 
poration, with whose internal management the courts wisely re¬ 
frain from interfering. Whether increases of salaries voted by the 
directors to themselves come within the rule may well be doubted. 

... Doubtless the directors may appoint and fix the compensa¬ 
tion of the ministerial officers of the corporation, but the payment 
of salaries to themselves as mere incidents of their office is a dif¬ 
ferent matter. There is authority and sound reason in support of 
the proposition that, in the absence of some provision of statute, 
by-law or charter, the directors have no authority to vote salaries 
to each other as mere incidents of their office. . . . [Citing cases] 
and there is ample authority to sustain the right of a minority 
stockholder to maintain a representative action to recover salaries 
voted by the directors to themselves. [Citing cases] . . . The 
court found in this case that there was no by-law of the corpora¬ 
tion authorizing the directors to vote salaries to themselves as 
officers. Doubtless the directors of a corporation may employ one 
of their number to perform services outside of the usual duties 
pertaining to his office and agree to pay him a salary therefor, and 
it may be that the act would not be wholly void, though he voted 
for the resolution. . . . 

Whatever the power of directors to vote salaries may be, they 
certainly had no power to vote increases of salary to themselves 
for services already performed under a stipulated salary. Under 
that resolution the directors paid to themselves an increase of 
$14,310 for services already performed. That constituted nothing 
less than a gift to themselves of corporate funds and of course was 
a fraud, and it was perforce of that resolution that the increases 
were paid in subsequent years. In view of the other findings bear¬ 
ing on the question of actual, as distinct from constructive, fraud, 
dubious as they are, we are not disposed to hold that the resolu¬ 
tion of 1906 was fraudulent as to past services and honest as to 
the future. 

As to the $13,750 paid to Pettee in connection with the liquidation, 
the court said in part: 

. . . However, it plainly appears from the findings referred to 
under the next head that his services in that regard were not 
rendered in good faith in the interest of the corporation, but were 
in bad faith, and destructive of its true interest. It thus conclu¬ 
sively appears that the payment of compensation therefor was a 
fraud upon the corporation and the dissenting stockholders. The 
recovery of the sum thus paid was, therefore, proper. 
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With respect to discontinuing the business of the corporation and 
turning over its good will to another corporation without compensation, 
the opinion comments in part: 


... It may be assumed that a majority of the stockholders 
could, each in his own interest, vote to discontinue the business. 

But they could not lawfully do that in bad faith for the purpose 
of turning its business and good will over to another corporation 
without compensation so as to exclude minority stockholders from 
participating therein. 

The court found on sufficient evidence that the good will was 
worth $90,000. It was the duty of the directors if they decided 
to discontinue the business to make an honest effort to realize on 
the good will. Doubtless it is true, as contended, that good will 
cannot exist apart from an established business. But the business 
was not destroyed by the fire. The corporation had assets of 
$534,439.13, exclusive of good will. The directors did not dis¬ 
charge their fiduciary duties simply by realizing on and honestly 
accounting for the tangible assets. The business, the organization, 
the hst of customers, the brands and trade names—everything per¬ 
taining to good will—were turned over without compensation to 
the new corporation. Being unable to secure the consent of a two- 
thirds majority of the stockholders to dissolve the corporation, 
the defendants accomplished their purpose by reducing the capital 
to $15,000 and by turning over the business and good will with¬ 
out compensation to a new corporation. Directors may not thus as 

against dissenting stockholders in effect terminate the existence 
ot a corporation. 

Lest the reader jump to the conclusion that Godley v. Crandall & 
odley Co. typifies a rare and unusual case, a statement appearing early 

in the opinion is quoted: 6 y 


of a 4! ? e1715104 Ca f '* of a d,s P ute arisin ff from the incorporation 
of a trading partnership followed by the death or incapacity of one 

limff thTdTv^ 5 T d Ft ad ° pti0n b ? the others of measures to 
ceive he o^ht'to hi Shareh ° Ider t0 What ** «■* 

th ‘ S type ftet l uenti 7 upon the death of a 

mmcmty stockholder m a dose c atioQ b £ 

** same case, in which, at pages 706 7 0 7 of 

tion is g^ven"" 8 ^ POrtrayaI of the cmderlying situa- 
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The basic reason of the corporate disputes which have produced 
the crop of representative actions, similar to the case at bar, is 
this: the original members of a joint enterprise or partnership 
engaged in trade, business or manufacturing, seeing certain real 
advantages in incorporation—the two most important being (1) a 
limitation of personal liability for the debts of the business to the 
amount invested therein, and (2) freedom from dissolution by 
reason of the death of a partner—transform the trading partner¬ 
ship into a business corporation, the partners receiving stock in 
proportion to their interests. So long as they all live, and agree, 
they treat it as a partnership, and, whether they distribute the 
surplus profits among themselves as dividends or by way of sal¬ 
aries, the financial result is precisely the same and there is no one 
to complain. But when a partner (that is, such a stockholder) dies, 
or by reason of disagreement with the majority is ousted from the 
management, the majority refuse to regard the stock of that de¬ 
ceased or ousted partner as entitled to the treatment that he was 
when alive or in agreement. They think that as they do the work 
and have the responsibility, they are entitled to keep to them¬ 
selves and divide among themselves all, or the substantial part, 
of the profits or gains of the business, thus losing sight of the fact 
that the very form of the enterprise which they have created, to 
wit, a corporation, which has conferred upon them the benefits of 
a limitation of liability and a survival notwithstanding the death 
of a member, couples with those advantages the equality of all the 
stock, irrespective of ownership, whether original or recent, and 
irrespective of the participation in the affairs of the company or 
of the work or labor for it. All the stock is on the same basis of 
partnership inter sese and the right of the majority, or the surviv¬ 
ing original partners, to still treat the enterprise as their own and 
as they will, has ceased. That is the penalty or payment which 
they have to make for the original advantage which they have re¬ 
ceived by incorporating. It is for this reason that, chafing under 
the legal necessity of treating all the stock alike and of dividing 
the profits pro rata to the holders thereof, they became ingenious 
in devising methods to evade and avoid their corporate responsi¬ 
bilities. The only safeguard lies in strict adherence to the equitable 
principle that the directors are fiduciaries, and may not, therefore, 
deal with themselves. The court is still the refuge and the support 
of the minority. Whenever a minority stockholder can show that 
the directors, his fiduciaries, have deviated from the path of square 
and honorable dealing for their own benefit, the court will exer¬ 
cise its power to right the wrong. 

The outstanding specific import of the Godley case to close corpora- 
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tion stockholders is that surviving majority stockholders are held ac¬ 
countable to the heirs of a deceased minority stockholder for salaries 
voted themselves against the wishes of the heirs who take over the 
deceased’s stock. In the previous chapter two cases were quoted to the 
same effect, but the rule is of such supreme importance and is so fre¬ 
quently overlooked that further authorities will be quoted. 

An excerpt from the case of Raynolds v. Diamond Mills Paper Co., 
69 N. J. Eq. 299, 60 Atl. 941 at page 946, is in point: 

Now, in this case the salaries have been fixed by the directors 
themselves—these three salaried agents, who collect $29,000 per 
annum for their services and control the board of directors. . . . 

The rule is well settled that the burden is upon the directors and 
managers in such a case as this to satisfy the court that the salaries 
which they have paid themselves have been earned. The situation 
is absolutely different from that which I described in dealing with 
the claim of the stockholders to have a dividend declared. Here 
the court cannot avoid or evade the discharge of a duty, however 
difficult it may be. I must confess that it is a difficult task for this 
court, upon such proofs as have been taken here and upon such 
proofs as might have been taken, if every piece of evidence pos¬ 
sible had been adduced to fix the just compensation which these 
men are entitled to receive for their services. But they cannot fix 
xt themselves. They cannot pay themselves. They cannot be the 
judges of their own case. They are acting very differently in 
awarding themselves salaries from what they are doing when de¬ 
termining whether dividends shall be declared or not, although, 

of course, they have an interest in the declaration of the dividends 
as stockholders. 


Here are some excerpts from Bates Street Shirt Co. v. Waite. 130 Me 

l ’ 1 ! 6 A ‘' f*, j 19M)> that contrast in bold relief . fir* the situation 
as to the stockholders voting themselves salaries prior to 1923 when 

all them were alive, all were actively engaged in the corporate busing 

in fti!‘ “ ° ard ° f direCt0IS; and SeCond ' d^ged status 

, , . P®* ln 1923 after 1116 deat h of a minority stockholder Fosdick 
who had owned one-fifth of the common stock of the corporation 

In the years prior to 1923, salaries were fixed by vote or bv 

jori^otthrffi 5 ° f ‘“T* C ° nSiSting i0 Wh0le 0r in ma 

° acm to whom the salaries were to be paid, all 
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"Directors cannot vote salaries to themselves. Nor can they 
vote a salary to one of their number as president or secretary or 
treasurer, at a meeting where his presence is necessary to a 
quorum. And such votes, if passed, are voidable by the corpora¬ 
tion, and if money has been paid it may be recovered back." 
Camden Und Co. v. Lewis, 101 Me. 78; Pride v. Pride Lumber 
Co., 109 Me. 452. 

The reason and justice of the rule is apparent. Directors have 
no authority to act for the corporation in matters in which they 
are personally interested. They owe their whole duty to the cor¬ 
poration and they are not to be permitted to act when duty con¬ 
flicts with interest. They cannot serve themselves and the corpora¬ 
tion at the same time. European & N. A. Ry. Co. v. Poor, 59 Me. 

277. 

But the peculiar circumstances of this case take it out of the 
general rule. Here the directors were the only bona fide common 
stockholders. It is not illegal for a corporation to distribute its 
profits in salaries provided that all of the stockholders assent. 

2 Cook on Corporations, 6th Ed., Sec. 657. 

. . . The year 1923 stands by itself. Mr. Fosdick died in 1922. 

The stock which he had owned was held by his estate until it was 
purchased by the corporation in September, 1924. Salaries for 
1923 were voted at a directors’ meeting in which defendants ap¬ 
pear to have participated in fixing the amounts which they were 
to receive. Their action in this respect was not ratified by the 
stockholders, nor was it acquiesced in by the executrix of the 
Fosdick estate. On the contrary, she vigorously protested against 
it. In so doing, she was quite within her rights as a representa¬ 
tive of minority stockholders. No dividends were being paid on 
the stock. Prior to Mr. Fosdick’s death, it was immaterial whether 
the profits of the business were distributed in salaries or in divi¬ 
dends, but when his salary ceased, a different situation obtained. 

The objections of his executrix were finally silenced by the sale of 
the stock, but until that was arranged she was entitled to register 
pertinent protest against the action of the directors. 

Incidentally, the "pertinent protest” of Fosdick’s widow and execu¬ 
trix was registered in the form of two lawsuits. The comment that 
concerns these lawsuits that appear in this opinion should be of par¬ 
ticular interest to surviving majority stockholders: 

. . . Although the first bill was dismissed and the second never 
came to a hearing, the allegations contained in both were widely 
published, as a result of which both these defendants and the 
corporation were subjected to unpleasant criticism; applications 
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for loans were more closely scrutinized than had been ordinarily 
the case; and those connected with the company believed with 
good reason that the pendency of the litigation was injurious to 
its business. 

The economic reason that Fosdick’s widow registered "pertinent 
protest,” followed by two lawsuits, is also set forth in the opinion of this 
case as follows: 


• . . His family was left with an investment which was neces¬ 
sarily unproductive, unless the method of distributing profits 
which the corporation had followed for many years was aban¬ 
doned, and even then, it was not such an investment as would 
recommend itself to any but an active business man valuing it as 
a means of securing profitable employment. 


J egal troubles of the surviving majority stockholders, Parker 
Waite and his wife, culminated in the principal action, Bates Street 
Shirt Co. v. Waite, from which we have been quoting. In addition to 
the common stock of the corporation, all of which was owned by the 
Wartes except that which was sold by them to Fosdick and later pur- 

^nn nnn / C y orat J on frotn hi * estate, there was still outstanding 
J300 °0° of preferred stock under a covenant providing that in the 

event of failure to pay preferred dividends for six months, the voting 

Thi A A t COmm0n St0Ck W0Uld paSS t0 the Preferred stockholders 
Tins d‘d happen rn 1928, and the preferred stockholders took over 

entire control of the corporation. Subsequently, this action wL 
conduct ilTh^h^dI alle ' e,ng Vari0US char g“ of fraudulent 

“ dUCt “ ‘ he ‘r handling of the corporate affairs, among which was the 
stock b°th he Sa they had received and the purchase of the Fosdick 

-rt t^teT/r 0 ; 11 ’ 6 hdd ^ Pref " red ^°* d - 

ing the sTZ om ! P0S iT ” F ° Sdick CState “ chaIIen S- 
thf period that ^ w ^ <p,eStion the Sa,afies voted during 
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and injurious effect on the business, could have been avoided. And the 
avoidance of these injurious actions, in turn, well might have enabled 
the company to continue the payment of preferred dividends and the 
Waites to remain in control of the business they had founded. The 
troubles of the surviving majority stockholders and of the widow of 
the deceased minority stockholder could easily have been avoided if a 
stock purchase plan had been arranged. 

Lest the impression be left that a deceased minority stockholder’s 
widow will complain only when she has received unfair treatment from 
the surviving majority stockholders, two important cases involving the 
same parties will be presented: Maguire v. Osborne, 384 Pa. 430, 121 
A.2d 147 (1956); Maguire v. Osborne, 388 Pa. 121, 130 A.2d 157 
(1957). 

Originally, all of the stock of the Pennsylvania corporation involved 
had been owned by one Mrs. Scheer. She had placed L. H. Maguire in 
charge of the corporate business, and in recognition of his services she 
had given him 12 of the 40 outstanding shares. When Maguire died in 
1946 he was practically the only corporate employee, the business hav¬ 
ing dwindled to such an extent the company was verging on insolvency. 
His shares were appraised at $450. His widow was appointed admin¬ 
istratrix of his estate, and she later became a member of the corpora¬ 
tion’s board of directors. 

Following Maguire’s death Mrs. Scheer called in Arthur Osborne, 
her nephew, and he called in Charles A. and Joseph C. Hofmann, Jr., 
to participate in the corporation’s management under a corporate agree¬ 
ment whereby the Hofmanns received, in addition to salaries, one- 
half of the net profits before taxes. Following Mrs. Scheer’s death, 
Osborne became president and majority stockholder of the corporation. 

The corporation began in 1947 to make money, and there followed 
an amazing financial success evolved out of a practically defunct corpora¬ 
tion through the ability, industry and faithful service of the Hofmanns. 
In 1951 and 1952 the corporation paid dividends of $4,000, of which 
the widow as administratrix received $1,200—nearly three times the 
value of the 12 shares of stock at Maguire’s death. Nevertheless, the 
administratrix brought an action to compel the Hofmanns to return 
to the corporation certain moneys they had received under their profit- 
sharing agreement with the corporation on the ground that the ag 
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gregate amount was excessive and unconscionable. Pennsylvania’s highest 
court, however, sustained the agreement. 

Because of the phenomenal success of the corporation, funds were 
needed for expansion and improvement. With only $2,000 of author¬ 
ized capital, the corporation was under-capitalized and could borrow 
money only if the officers would assume personal liability. To solve the 
problem, the stockholders in a 1954 meeting amended the corporate 
articles to increase the authorized capital to $100,000 (2000 shares of 
$50 par value). The following year the board of directors passed a 
resolution for the issuance of 200 additional shares at par value of $50 
each, and voted to grant preemptive rights (though not required by the 
articles) under which the administratrix was given the right to buy 60 
shares. She, however, had voted against the increase of authorized 
capital at both the stockholders’ and the directors’ meetings. Her posi¬ 
tion was that she was financially unable to purchase the additional shares. 
She then brought the second action, one to enjoin issuance of the ad- 
ditional stock on the ground that the price was grossly inadequate. 
Pennsylvania s highest court affirmed the lower court’s decree dismissing 
he complaint, and adopted as its opinion excerpts from that of the 
lower court. Among those excerpts were the following: 


St0ck of ^ defe n<lant corporation is closely held. Its book 

of “ts stodr" 1 " 8 ' °T f r d t"u S ai0ne d ° n0t eStabUsh ““ worth 

value tA r ' / \ ? h “ nCTer becn 5oIi » *>« market 

value. [A foo note stated that the contract with the Hofmanns 

as webl r 7 a f eCt cn the market Value o{ the <™porate stock 
from r! i marketabdity."] The book value of its stock is far 

die vaffie of‘rh “ ‘° ^ slIable value - ■ ■ • The fixing of 

0f . tha n< ™ stodt »t par with the offer of preemptive 

rifht tf tT ^ ^ °u ** st °okholders, including the plaintiff the 
right to purchase the newly issued stock at the same Lee as’ffiat 

to purchase"he‘newi ^ >“ " -bfe 

observed that 7 1SSU f d , stock ,s ^fortunate but it is to be 
At ft Ki u t . of the value of the newly issued shares 

Moreov g er r tKr o ' d * 

necessitous drnlT Were . n ° t obh & d tQ consider plaintiff’s 
cate that in the n r n ° r IS ^ ere a s ^ re d °f testimony to indi- 
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It is hornbook law that officers and directors owe a duty to 
stockholders to act in the utmost good faith and that they must 
act for the common interest of all the stockholders. The offer to 
plaintiff of preemptive rights is evidence of good faith. Plaintiff 
is a minority stockholder and the directors of the corporation owe 
her a duty to take no action for the purpose of injuring her 
minority holdings. A careful review of the record does not dis¬ 
close that the defendant directors acted in bad faith or with im¬ 
proper motives. In fact plaintiff s expert witness concedes that the 
corporation was undercapitalized. The growth of this corporation 
required increased capitalization. The action taken by the directors 
is a proper one. They fixed a value which is fair in the light of 
all the circumstances and should not be subject to the peril of 
having a court or expert witness merely differ as to its value. 

***** 

Defendant directors acted in good faith and did not scheme to 
deprive plaintiff as a stockholder of a substantial part of her in¬ 
terest in the surplus of defendant corporation. 

Here again we see that a decedent’s minority interest, in the hands 
of an inactive stockholder, can cause the active majority stockholders no 
end of trouble despite what appears to have been very fair treatment. 
A stock purchase agreement, effective at Maguire’s death would among 
other troubles, have saved the majority stockholders two costly trips up 
to the Pennsylvania Supreme Court. 


DEATH OF AN EQUAL STOCKHOLDER 

The remaining situation is that brought about by the death of a close 
corporation stockholder owning or controlling (some stock is often put 
in the name of the wife) one-half of the outstanding stock. The fore¬ 
runner of the corporations involved in these cases, as was pointed out 
in the previous chapter, is usually a co-partnership between two men 
who have subsequently incorporated the business to obtain the advantage 
of limited liability, or for tax reasons. Upon the death of one of these 
two men, dissension and eventual deadlock may well develop from this 
new situation, in which the surviving active stockholder is called upon 
to carry perhaps the full burden of the work of the corporation at the 
same time that the control of the corporation’s management and its 
earnings are to be shared equally. Let us look at an actual case of this 

type. 
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Matter of Brown. About the year 1908, Brown and Ferraro formed a 
co-partnership to carry on the cooperage business. The enterprise 
prospered, and in 1918 the two men formed a corporation to continue 
the business, one-half of the stock being issued to Brown and his wife 
and one-half being issued to Ferraro and his wife. The opinion in the 
case (M Y. Supreme Court, N. Y. Law Journal, March 26, 1937 ) 
stated: The business, by its nature, required the personal attention, 
skill, knowledge and labor of both the former partners. Since its incep¬ 
tion the business has afforded both families a comfortable living.” 

The former co-partnership enterprise was carried on harmoniously 
and profitably under the corporate form for 18 years, until the death 
of Brown in December, 1936. Less than three months later, Brown’s 
widow brought the surviving equal stockholder into court in this pro¬ 
ceeding to prevent him among other things from raising his salary Mr 
Justice Lockwood tells the story in his opinion as it had developed 
during this short interval after the death: 


After the death of petitioner’s husband in December, 1936 
dissension arose and there appears to be little likelihood that peti- 
ioner and respondent, each owning or controlling one-half of the 
jarporation s stock, will be able to agree and carry on the busi- 

u iSpUte are Set f0rth at ‘“S* in ^ peti- 

Ferrarofrmri “Y?" “T™* the reS P ondent Anthony 
^erraro from issuing checks on the corporate account and upon his 
sole signature and from drawing saj r K (o h . msdf , n e P» tos 

meX> „7ft Xt ‘° X” the res P° n dents from holding a 

“Snf irf N ° aCti0n haa been brou « ht “d no pro- 
ding Pf dln S °toer than this application. P 

an unsuccessful parties “ d their aft °rneys 
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50 shares were issued to William. Moses died in 1943. With the stock 
equally divided, vacancies in the offices of director and president were 
never filled. However, William took charge of the corporate affairs, 
withdrawing $125 a week in salary and operating the business "as 
though he personally owned all the outstanding stock.” 

As might be expected, dissension soon arose between the widow and 
William. In 1947 she brought this action against him, in which she 
charged various acts of fraud and mismanagement and asked for the 
appointment of a receiver and the dissolution of the corporation. The 
trial court concluded that there had been no fraud or mismanagement, 
but that William’s actions in assuming complete and exclusive control 
of the business were improper and illegal, and that there was a total 
deadlock between the two stockholders. Accordingly, the court ordered 
the appointment of a permanent receiver for the corporation. This 
order was upheld unanimously when appealed to Connecticut’s highest 
court. While it was felt that the appointment of a receiver for a going, 
solvent corporation was strong medicine, such appointment was justified 
here because a "complete deadlock has persisted for more than a 
decade.” 

The trouble, in the cases of equal stockholders, lies in the fact that 
a business enterprise founded and conducted by two men is what might 
be called a "business marriage” in which the parties work together for 
financial success in a spirit of harmony, implicit trust and confidence, 
and in whole-hearted co-operation. 

The natural form of business organization for such business enter¬ 
prises is the partnership, the rules of law concerning which have been 
derived from just such intimate business associations. In such cases, it 
is a fiduciary relationship, in law and in fact. To the original founders, 
however, it does not matter whether the organization is a partnership 
or a corporation, for their dealings with each other will in either event 
be on the same intimate, informal, and harmonious basis. 

But the form of organization becomes immensely important and sig¬ 
nificant once the original association is broken up by the death of one 
of the associates. In the case of a partnership, the form of organization 
is automatically dissolved. Not so with the corporation. When an equal 
stockholder dies, the surviving equal stockholder is faced with a situa¬ 
tion entirely foreign to the original intimate business association and, 
as we saw in the Brown and Krall cases, trouble is inevitable. More 
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over, as we also saw in those cases, the difficulties are usually insolvable 
because of a deadlock brought about by the equality of control. Often 
the only recourse is the dissolution of the corporation itself. 

A sure way to prevent a deadlock from developing, following an 
equal stockholders death, is for one of the parties to buy the other's 
stock. In fact, this is the ideal solution where it is properly planned 
and contracted for before a death occurs. If a plan is improvised after 
a stockholder's death, however, it may lead to serious difficulties. This 
is what happened in Matter of Prenske, 115 N.Y.S.2d 184 (1952) 

At the time of Prenske’s death in 1945, he and another were equal 
stockholders m a New York corporation. He was survived by his wife 
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trust. The result is that she must be surcharged for the entire 
loss. . . . 

The court only applied settled rules to surcharge the widow. Al¬ 
though she was probably trying to do what was right, as she saw it, 
she received harsh criticism from the court. The real criticism, however, 
deserved to fall upon her deceased husband, who had failed to make 
a will or to set up any plan with respect to his stock. 

SUMMARY 

The cases reviewed in this chapter illustrate how, in the absence of 
specific plans set up in advance to take care of the situation, the death 
of a close corporation stockholder, regardless of the extent of his stock¬ 
holdings, brings about an unwanted and economically unsound rela¬ 
tionship between the surviving stockholders and the heirs of the de¬ 
ceased. The cases also demonstrate that attempts of the parties involved 
to "cure” the situation in which they find themselves after a stock¬ 
holder’s death usually result only in multiplying their difficulties. What 
is needed is the proverbial "ounce of prevention" in the form of a plan 
set up by the original stockholders before a death occurs that will pre¬ 
vent "unnatural" stockholder relationships from coming into being 
upon the occurrence of a death among their number. 



CHAPTER 9 

Plans Set Up by Stockholders 
Prior to a Death 


It now seems clear that stockholders OF PARTNER' 
ship-type close corporations stand in need of some workable plan by 
which, in the event of the death of one of their number, the survivors 
will be able to continue the enterprise without outside interference or 
control, while at the same time the heirs of the deceased will be justly 
provided for. It also seems apparent that these two essential objectives 
can be accomplished only by a plan that will result in the acquisition 
of the shares of stock of a deceased stockholder by the surviving stock¬ 
holders or the corporation, and the prompt receipt of the full value of 
such stock by the deceased’s estate. The certainty and efficiency with 
which any plan will attain these essential objectives, therefore, consti- 

“ P f r ° P f bas,s for ^ting the relative merits of the various plans 
available to the stockholders. F 
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remaining stockholders a fair opportunity to prevent any shares of 
stock from passing into the hands of outsiders. More than this oppor¬ 
tunity cannot be granted in most jurisdictions for protection against this 
particular contingency because a total restriction against the alienation 
of shares of stock is invalid in a majority of the states. 

Little discussion is required, however, to show that a "first offer” 
arrangement will not solve the problems brought about by a stock¬ 
holder’s death, for it merely provides that if the estate or heirs decide 
to sell, they must give the surviving stockholders the first opportunity 
to buy. They are left free to retain the stock if they wish. This they 
may very well wish to do if they have inherited a majority stock in¬ 
terest, thus leaving the surviving stockholders in a difficult situation. 
If, on the other hand, a minority interest is involved, the estate and 
heirs will probably desire to sell; but the survivors are under no com¬ 
pulsion to buy and they can sometimes take advantage of the situation 
by waiting. This appears to have been the result in Estate of Blanche 
Potter, N. Y. Law Journal, Nov. 19, 1946, p. 1379. 

In the Potter case there was a "first offer” restriction in the by-laws 
and in the stock certificates of O. B. Potter Properties, Inc., to the effect 
that the shares could not be sold until an offer to sell them to the cor¬ 
poration at the same price had been made and refused. Blanche Potter 
had owned a one-fourth interest of 2,500 shares of $100 par value. By 
her will, she specifically bequeathed 360 shares and the corporation 
voluntarily offered to buy the remaining 2,140 shares from her executor 
at $33 per share. This proposal was rejected, and her executor then made 
a formal offer of the stock to the corporation at $100 a share. The cor¬ 
poration, in turn, rejected this offer. At this point, restrictions against 
an outside sale were removed but the efforts of the executor to sell the 
stock to outsiders were unsuccessful. Ultimately, the stock was put up 
for sale at public auction, at which the corporation purchased the shares 
on a bid of $60 per share. Then, to increase the difficulties of the estate 
of the minority stockholders even further, it was held that the executor 
must pay New York estate taxes on the stock based upon a valuation of 
$97.84 per share, which figure was computed by taking the appraised 
value of a share, $115.11, and deducting 15 per cent from it by reason 
of the fact that the stock comprised a minority interest in the corporation. 

Obviously, a "first offer” provision cannot prevent the development 
of the undesirable after-death situations that we have examined. Con- 
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sequently, its use should be confined to its proper function of protecting 
suitably against inter vivos transfers to outsiders. We must search 
further for a plan adequate to provide for the situation created upon a 
stockholder’s death. 


OPTION ARRANGEMENTS 

The stockholders of a close corporation often enter into an agree¬ 
ment which provides that upon the death of one of their number, the 
survivors shall have an option during a limited specified period of time 
to purchase the deceased's shares at a stipulated price. 

A brief analysis of a few of the situations that may obtain upon the 
death of a stockholder with this type of agreement outstanding will 
show that the option arrangement functions in some instances but not 
in others. If the facts are such, for example, that the surviving stock¬ 
holders desire to buy the deceased's stock at the agreed price and are 
also in a position to pay this price, the survivors will thus be able 
promptly to regain the full ownership and control of the corporate 
enterprise, and at the same time the heirs will be well served if an ade¬ 
quate price has been set. Furthermore, the survivors will be able to 
obtain specific performance of their option to purchase the stock when 
the option is properly exercised, as evidenced by the following quota¬ 
tion from Johnson v. Johnson, 87 Colo. 207, 286 P. 109 (1930), which 
case involved an option given to the surviving stockholder that per¬ 
mitted him to purchase 100 shares: 
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assure their exercise. This was evidently the purpose of the provisions 
involved in the case of In re Block’s Will, 60 N. Y. S. 2d 639 (1946). 

Four brothers, Wolfe, Tony, Herman, and Maurice Block, had con¬ 
ducted a partnership engaged in the business of importing bristles. In 
1939, they incorporated as Block Bros., Inc., with Wolfe and Tony 
each owning 40 shares, and Herman and Maurice each owning 10 
shares. They then entered into an option agreement that provided: 

In the event of the death of any of the parties, the survivors 
shall have the right ... to purchase the stock of the deceased. 

If the surviving parties do not elect to purchase . . . then the 
executor or personal representative of the deceased may sell the 
said shares to any other person. If the said executor or personal 
representative . . . shall be unable to sell the said stock, then at 
the option of the executor or personal representative . . . , the 
parties hereto agree that the corporation shall forthwith be dis¬ 
solved and liquidated and distribution of assets promptly made. 

This agreement was destined for heavy duty, for Wolfe died in 1942, 
Tony died in 1943 and Herman died in 1945. 

At Wolfe’s death, his will left all of his property to his widow, Bessie 
F. Block. She was nominated as executrix but renounced the appoint¬ 
ment. She subsequently requested Maurice to purchase the 40 shares 
owned by her as a result of Wolfe’s death, Tony and Herman having 
died in the interim. 

Upon Tony’s death, his will left his shares in trust to pay his widow, 
Minnie, $25 a week for life, with the widow, his brother Maurice, and 
one Scheer as trustees. The will also provided that upon the dissolution 
of the corporation within five years after Tony’s death, seven-twelfths of 
the amount received on his shares by the trustees upon the dissolution 
and distribution of the corporate assets should go to Maurice and the 
balance be held in further trust for the widow. The trust was set up in 
accordance with these provisions. 

Upon the death of Herman, who was the third of the four brothers 
to die within a span of three years and one month, the survivor, 
Maurice, found himself in no financial position to purchase either the 
shares formerly owned by Wolfe or those formerly owned by Herman. 
Herman’s widow, Dora, then joined with Wolfe’s widow, Bessie, in 
demanding the dissolution of the corporation, apparently without either 
of them having made any effort to sell the stock to outsiders. Herman 
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left no will, and Dora was appointed administratrix of his estate. Pur¬ 
suant to the demand, a call was issued for a special meeting of the 
stockholders to consider, among other things, the matter of dissolution 
of the corporation. 

The widow of Tony brought this suit to remove Maurice and Scheer 
as trustees under Tony’s will, on the ground that they were about to 
vote for a dissolution and that Maurice was personally interested in 
seeing the corporation dissolved because in such an event he would 
receive seven-twelfths of the value of the stock held in the trust. 
Maurice's removal was also requested on the ground that he was re¬ 
ceiving a salary from the corporation while he was acting as trustee. It 
was contended that the demand made by Wolfe’s widow could have no 
legal effect because she had renounced her appointment as personal 
representative, and that the demand made for dissolution by Herman’s 
widow should be disregarded by Maurice because the widow had made 
no prior effort to sell the stock to outsiders. 

By the time the case reached a hearing, the meeting of the stock¬ 
holders had been held and a dissolution of the corporation directed, 
Maurice and Scheer voting in its favor. The practical question, there¬ 
fore, was whether they had violated their duties as trustees. 

The court dismissed the petition, holding that the fact Maurice 
would receive a portion of the trust property on dissolution of the cor¬ 
poration did not disqualify him as trustee. It was also pointed out that 
his salary from the corporation was proper since he had always been a 
salaried officer of the corporation and, under another provision of the 
agreement, had promised to devote all his time and attention to the 
business of the corporation. On this point the court said further 
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obligatory upon her to make efforts to sell the shares to any other 
person upon Maurice Block’s refusal to purchase. The agreement 
provided that the executor or personal representative "may” sell 
the shares to any other person. Furthermore, in view of the nature 
of the shares themselves, being those of a closely held corpora¬ 
tion, having no general market and not saleable to the general 
public in the usual manner, it would be extremely difficult if not 
impossible to obtain a ready buyer for the shares. The agreement 
plainly provides an estate fiduciary with a method of liquidating 
these shares where the fiduciary deems it necessary to do so. 

Thus, the "teeth” put into this option arrangement proved to have 
a powerful "bite,” but the ultimate result was the reverse of that in¬ 
tended. Instead of remedying the inherent weakness of the option ar¬ 
rangement, that is, freedom of choice on the part of the optionee, it 
resulted in dissolving the corporation. 

No doubt there are rare and unusual circumstances in which an option 
arrangement is justified as the best solution obtainable. The uncertainty 
of its exercise and its one-sidedness in favor of the surviving stock¬ 
holders, however, classify it as a distinctly second-rate arrangement, 
incapable of furnishing a certain solution to the problems faced upon 
the death of a close corporation stockholder. 

PURCHASE AND SALE ARRANGEMENTS 

The most common arrangement to solve the situation brought about 
by the death of a stockholder in a close corporation is an agreement 
among all the stockholders, providing that upon the death of one of 
their number, the survivors agree to purchase the deceaseds stock at 
a specified price. 

Such an arrangement eliminates the defects encountered in the use 
of "first offer” and option plans. "First offers” need not be made at all, 
and if they are made, they need not be accepted, as we saw in the 
Potter case. Options compel an offer to be made, as held in the Johnson 
case, but again the offer need not be accepted, as is illustrated by the 
Block case. Under the purchase and sale arrangement, on the other 
hand, the estate of the deceased stockholder is bound to sell and the 
surviving stockholder or stockholders (or corporation) are bound to buy 
the deceased’s shares of stock in the corporation at a figure that all have 
agreed upon in advance. 
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The purchase and sale arrangement, therefore, is the only workable 
plan by which, upon the death of a close corporation stockholder, the 
survivors may be certain that they will acquire full ownership and con¬ 
trol of the enterprise and by which the family of the deceased may be 
certain that they will receive the full value of his stock. A proper agree¬ 
ment to that effect among the stockholders while they are all alive binds 
the transaction. The only remaining hazard is the possibility that the 
survivors (or corporation) will not have the funds at hand, when death 
occurs, to pay for the deceased’s stock interest. The elimination of this 
hazard is a simple matter, however, provided that the stockholders are 
insurable. In such a case, all that remains to be done is to include in 
the purchase and sale arrangement an insurance policy on the life of 

each stockholder in the amount of his interest. The purchase price is 
then assured. 



Part III 


THE STOCK BUY-SELL 
AGREEMENT FINANCED 
WITH LIFE INSURANCE 


CHAPTER 10 

The Insured Buy-Sell 

Agreement- 

General Considerations 


LIFE INSURANCE ASSURES CARRYING OUT 

OF PURCHASE PLAN 

Detailed examination of the situation confronting the surviving 
stockholders and the estate and heirs upon the death of a close cor¬ 
poration associate has demonstrated the urgent need for a plan, effective 
at death, that will place the entire ownership and control of the enter¬ 
prise in the hands of the survivors and that will promptly reimburse 
the deceased's estate in full for the value of his stock interest. Careful 
scrutiny of the alternate plans available to the stockholders has shown 
that only one arrangement, a binding buy-sell agreement financed with 
life insurance, guarantees the attainment of these essential objectives. 

The life insurance method of financing the purchase of the deceased s 
stock at death not only removes the ha 2 ard that the survivors will not be 
in a position to buy, but also provides them with the most convenient 


344 


INSURED BUY-SELL AGREEMENT-GENERAL CONSIDERATIONS 


345 


and attractive method of obtaining the purchase money when it is 
needed. A brief analysis of other methods readily confirms this fact. 

Methods of financing other than icith life insurance. Methods 
of financing the purchase price of a deceased associate’s stock other than 
through the purchase of life insurance demand that at least one-hundred 
cents on each dollar of purchase price be taken either immediately or 
ultimately from the pockets of the purchasers. If the surviving stock¬ 
holders are wealthy, they can probably afford to pay the full purchase 
price immediately when a death occurs, but they will have no oppor¬ 
tunity to pay less than the full price. If the survivors are men of 
ordinary means, which includes the great majority of close corporation 
stockholders, they have the alternatives of borrowing the funds at the 
time of the death, or if the agreement so provides, of paying the money 
in instalments after the death occurs. Any plan of building up the 
purchase money through advance savings as an alternate to life insur¬ 
ance, if the parties are insurable, is unsuitable because of the impossi¬ 
bility of ascertaining exactly how long the savings period will be. The 
facts in the Block case illustrate this. 

Reliance on the ability of the survivors to borrow the money at time 

of death is feasible only for the wealthy. Furthermore, it requires the 

ultimate repayment of the full amount to the lender, with interest as 

well. In the ordinary case, this plan is risky for the survivors and creates 

a situation fraught with uncertainty and danger to the family of the 
deceased. 

Provisions by which the surviving stockholders are allowed to pay 
a or the greater part of the purchase price in instalments over a period 
of years after a death occurs, obviously put the receipt of a substantial 
portion of the purchase money by the deceased’s family to the hazard of 
the future of the business, a hazard to be avoided if possible. Further¬ 
more, such a plan places a heavy financial drain of principal and in¬ 
terest payments on the survivors during the very period in which they 

are pressed already to overcome the handicap of the loss of an active 
firm member. 
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the survivors the possibility of acquiring the purchase money with dol¬ 
lars discounted. In essence, it constitutes an advance instalment plan 
for obtaining the purchase price under an arrangement by which these 
instalment payments cease upon the death and the full fund is available, 
regardless of how few instalments have been paid. 

These instalment payments, in the form of convenient, periodic in¬ 
surance premiums rarely aggregate the face amount; usually the premi¬ 
ums amount to only about 3 or 4 per cent of the purchase price annually. 
This is made possible, first, because this arrangement comprises an in¬ 
vestment plan in which compound interest is earned and credited; and 
second, because it is an insured, investment plan, self-completing for the 
full amount upon the death of the insured. By this plan, the surviving 
stockholders are assured of owning the entire outstanding stock, paid 
for in full, and the deceased stockholder’s estate is assured of receiving 
the entire amount of the purchase price promptly and in cash. As we 
have observed before, if the life insurance contract had not been devised 
previously, it so exactly fulfills the requirements of the situation that 
it would surely have been devised to finance business buy-sell agree¬ 
ments. 

Types of stock buy-sell agreements . As in the case of partners, 
the stockholders of a close corporation have a choice between two types 
of buy-sell agreements: a cross-purchase agreement, or a stock retire¬ 
ment agreement. Under a cross-purchase agreement, the stockholders 
agree that the survivors will purchase, and the deceased stockholder’s 
estate will sell, the deceased stockholder’s shares in the corporation, and 
each stockholder acquires insurance on the lives of the others to fund 
his obligations under the agreement. Under a stock retirement agree¬ 
ment, the corporation and the stockholders agree that the corporation 
will buy (redeem), and the deceased stockholder’s estate will sell, his 
shares in the corporation, and the corporation acquires insurance on 
the lives of the stockholders to fund its obligations under the agreement. 

FACTORS DETERMINING CHOICE OF AGREEMENT 

In choosing between an individual cross-purchase agreement and a 
stock retirement agreement, several factors must be considered. Some of 
these will be discussed fully here; others will be mentioned here but 
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discussed in detail in a later chapter devoted to stock retirement agree¬ 
ments. 

Legality of the agreement. The legality of a cross-purchase agree¬ 
ment is discussed later in this chapter. The legality of a stock retire¬ 
ment agreement is discussed in a subsequent chapter devoted to such 
agreements. 

General income tax considerations. If the deductible salaries 
of the individual stockholders enable them to pay the necessary pre¬ 
miums to maintain insurance under a cross-purchase agreement, the 
income tax advantage here between the types of agreement will depend 
upon a comparison of individual tax rates with the corporation’s tax 
rate. If, on the other hand, the stockholders would have to pay in¬ 
dividual premiums from corporate dividends, the advantage here favors 
a stock retirement agreement. 


Where the corporation has more than two stockholders and they 
desire that their agreement extend beyond the first death, some of the 
insurance will run afoul of the transfer-for-value rule if the surviving 
stockholders take over on a cross-ownership basis the policies owned 
on their lives by the decedent. The life insurance under a stock retire¬ 
ment agreement does not encounter this problem since the policies at 
all times are owned by the corporation. 

When a cross-purchase agreement functions at the death of a stock¬ 
holder, the purchase price paid by the surviving stockholders becomes 
the mcome tax basis of the shares acquired. When a stock retirement 
agreement functions, however, the redemption price paid does not in¬ 
crease the basis of the stock owned by the survivors. This difference is 
iscussed in a later chapter and is important only if a surviving stock- 

Mder sells some of his shares rather than holding them until death, 
when they would obtain a new basis. 

Convenience and practicality. A corporation may fund its stock 
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Equity of results. Under a cross-purchase agreement, with cross¬ 
ownership of the life insurance policies, the plan functions with sub¬ 
stantially complete equity among the stockholders where the purchase 
price is adequate. Under a stock retirement agreement, the corpora¬ 
tion’s payment of premiums is mathematically as if each stockholder 
had contributed to the premiums in the same proportion as his stock¬ 
holdings. As contrasted with a cross-purchase plan, however, a de¬ 
ceased stockholder’s estate does not own any policies on the lives of the 
survivors as recompense for his indirect proportion of the premiums 
paid by the corporation. Therefore, the purchase price under a stock 
retirement agreement should at least take into consideration the cash 
value of all policies immediately prior to a stockholder’s death, if it 
does not take into consideration the entire proceeds of insurance on the 
deceased stockholder’s life. 

Availability of policy values. Under a stock retirement agreement 
the policy cash values are corporate assets, hence available for business 
purposes if needed. Under a cross-purchase agreement, the policies are 
owned individually and are not directly available for business purposes. 
By the same token, however, they are not automatically exposed to cor¬ 
porate creditors. Here, we have advantages and disadvantages that 
should be weighed carefully. 

Federal estate tax considerations. This factor presents little 
choice between plans. As we shall see in a later chapter, the purchase 
price set in a properly arranged agreement of either type will establish 
the federal estate tax value of the decedent’s stock. Under a stock 
retirement agreement, the price should reflect the decedent’s indirect 
interest in the insurance values owned by the corporation. The pur¬ 
chase price in a cross-purchase agreement will not reflect such values, 
but the value of the policies owned by the decedent on the lives of the 
survivors will be includible in his gross estate along with the value of 
his stock. Estate of Richard C. du Pont, 18 T.C. 1134. 

Ratio of stockholdings among survivors. A stock retirement 
agreement functions so as not to disturb the ratio stockholdings among 
the survivors but may, for example, convert a minority interest into a 
majority interest. Under a cross-purchase agreement, the stockholders 
may achieve whatever ratio of stockholdings among the survivors they 
mutually desire. 

Special lax problems under a stock retirement agreement. 
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These problems involve consideration of the penalty accumulated earn¬ 
ings tax that may be assessed against corporations, consideration of the 
question whether the corporation’s premium payments may be taxed to 
the stockholders as dividends, and consideration of the question whether 
the corporation's payments in redemption of a deceased stockholder’s 
shares may be considered a dividend, either to the surviving stockholders 
or to the estate. The problems are discussed later in the chapter de¬ 
voted to stock retirement agreements. 

The foregoing considerations should be studied carefully by close 
corporation stockholders and their advisors in choosing the type of 
agreement most suitable for them. 


LEGALITY OF THE INSURED CROSS PURCHASE 

AGREEMENT 

It is undoubtedly true to say that today practically every jurisdiction 
will uphold the legality of a mutual agreement executed by the stock¬ 
holders of a close corporation which provides that, upon the death of 
one of their number, the surviving parties will buy, and the deceased’s 
estate will sell to the survivors at a specified price and terms, his shares 
of stock in the corporation. 

As in the case of partnership agreements of a similar nature how¬ 
ever, the fact that such a contract calls for performance at time of the 
death of a party has caused it to be challenged from time to time on 
the ground that it is testamentary in character and therefore must 
qualify under the law of wills if it is to be valid. This challenge is not 
surprising in view of the fact that agreements of all types that call for 
performance at or after a certain death occurs have had to meet this 
same challenge because of a failure to distinguish the fundamental 
nature of such a contract from that of a last will and testament. 

t is in order to consider a case involving a specific agreement of 
stock purchase upon the death of a stockholder. The case is that of 

Fawcett " a JT' ^ ^ C ' 132 S - E ' ** George 

awcett and his brother owned the stock of a bank, George being its 

president and his brother the cashier. In 1908, they entered into 8 the 
following rather unorthodox agreement: 

Whereas, upon the death of either party of this contract it is 
the desire and will of each and both that any and all shades of 
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stock in the First National Bank of Mt. Airy, N. C., owned by 
either of the parties of this contract, at the time of death, shall 
become the property of the survivor, upon a par basis, and this 
instrument is a contract made by each and both parties hereto, to 
sell to the survivor said stock at par, and to give to the survivor 
five years during which to make payment for said stock, to be 
divided into five equal annual payments. And this contract shall 
be binding upon the administrators, executors or assigns of either 
party. This contract may be canceled by either party upon a change 
of mind, circumstances or sentiment with proper notice to the 
other party hereto in writing. 

When George died intestate in 1920 he possessed bank stock amount¬ 
ing to $29,250 and was survived by a widow and three minor children. 
The surviving brother then took over the deceased’s bank stock, had it 
retired or canceled, and caused a new stock certificate to be issued to 
himself in lieu of it. George’s widow, as administratrix of the estate 
and as guardian of the children, sued to recover the stock on the ground 
that the agreement was against public policy, was testamentary and was 
without consideration. 

The court upheld the agreement as a valid and binding contract. 

On the question of public policy the opinion stated: 

Nor do we find in the contract anything inconsistent with the 
doctrine of public policy. It has been said that public policy is an 
unruly horse, astride which one may be carried into unknown 
paths; and, observant of the danger, the courts as a rule are not 
alert to denounce a transaction as invalid, on the ground that it 
is against public policy, unless the transaction contravenes some 
positive statute or some established rule of law. A contract, for 
example, whereby A agrees to make a will in favor of B, or to 
refrain from making a will, is not of itself void on any ground of 
public policy; and a contract which is to be performed at the 
death of one of the parties is not for this reason illegal. 

In making the point that the agreement was not void as testamentary, 
the court said: 

The agreement in question is not open to the objection that it 
is a testamentary disposition of property. . . . [Citing cases] It 
has only one witness, and purports to be, not a will, but an exec¬ 
utory agreement. Six times it is specifically designated a "con¬ 
tract”; evidently it is "a present contract presently executed,” the 
performance of which is deferred until die death of one of the 
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parties. In Green v. Whaley, 197 S. W. 355, 271 Mo. 636, 653, 
it is said that a contract of this character resembles an agreement 
between two persons to make mutual wills, or to devise property 
in a certain way, or to leave it to a person at the death of the 
owner, without designating in what particular way it is to vest in 
the party to whom it is given; and in McKinnon v. McKinnon, 

56 F. 409, 5 C. C. A. 530, the court said that such a contract is 
an executory agreement, which determines the rights of the parties 
inter se and provides what disposition shall be made of the prop¬ 
erty on the happening of a certain event—a contract which at the 
promisor’s death will be specifically enforced in equity or become 
the foundation for an action at law. It is upon this principle that a 
negotiable instrument may be made payable after death or a con¬ 
tract enforced which provides that compensation shall be made 
after death for services rendered in the lifetime of the promisor. 

[Cases and texts cited] 

The agreement nearly failed however, by reason of the insertion of 
its last sentence with reference to cancellation. The widow claimed that 
the birth of three children since the date of the agreement had wrought 
a change in the deceased stockholder’s circumstances that was equivalent 
to a written notice and that made the agreement void. Some of the 
court s comments on this point are quoted here because of the distinction 
drawn between a contract and a will: 

Under our statute law a will is not revoked by any presumption 
of an intention on the ground of an alteration in circumstances or 
by the birth of a child after the will is made, although children 
subsequently born are entitled to share in the estate. C. S., 

§§ 4135, 4169. But as we have said, the instrument in controversy 
is an executory contract, not a testament; hence the appellant’s 
contention must be determined by the law of contracts. A con¬ 
tract may be discharged by performance; by a breach of such a 
material nature as to justify the innocent party in treating it as 
rescinded; by fraud, mistake, or duress; by release; by renunci¬ 
ation by parol agreement; by accord, novation, cancellation, altera¬ 
tion, merger, or impossibility of performance. 3 Williston on Con¬ 
tracts, § 1793 et seq.; Page on Contracts, § 2447 et seq. None of 
these conditions is pleaded or established by the evidence; and 
mere change in the circumstances of the parties is not sufficient to 
work a cancellation. The parties to a bilateral contract may agree 
to rescind it in a particular way, for, as there must be mutual as- 
Sent ; orm a contract, there may be mutual assent as to the 
method by which it may be rescinded; that is, as the parties are 
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bound by their agreement, so by their agreement they may be 
loosed from their mutual tie. Clark on Contracts, 606. Here the 
method of revocation was agreed on; by the express terms of the 
contract there must have been, not only a change of mind, or cir¬ 
cumstances, or sentiment, but "proper notice to the other party 
hereto in writing.” Such notice was not given, and presumptively 
there was no change that made notice necessary or desirable. 

Now we come to one of the very few cases that have reached the 
courts challenging the validity of an insured stock purchase agreement 
entered into by the individual stockholders; and the facts of the case 
make it readily apparent why this agreement was destined to be chal¬ 
lenged in court. The case is In re Estate of Soper; Cochran v. Whitby, 
196 Minn. 60, 264 N. W. 427 (1935). 

Ira Soper, a native of Kentucky, in 1911 married the plaintiff, Ade¬ 
line Westphal, who was a widow with three children. After living 
together until August, 1921, Soper disappeared under circumstances 
strongly suggesting suicide. In fact, however, he went to Canada and 
from there to Minneapolis, where he lived the remainder of his life 
under the name of John W. Young. In 1922, he married another widow 
and they lived together until her death in 1925. In 1927 he married the 
defendant Gertrude Whitby, also a widow. 

Under the name of Young, he and one Karstens organized the Young 
Fuel Company with $10,000 capital, each family owning one-half the 
stock. Subsequently, Young and Karstens each procured $5,000 of in¬ 
surance payable to a Minneapolis trust company, and the insurance 
policies and certificates of stock were delivered to the trust company 
under an agreement that provided: 

Upon the decease of either John W. Young or Ferdinand J. 
Karstens, the Trust Company shall proceed to collect the proceeds 
of the Insurance Policies upon the life of such deceased Depositor, 
and shall handle and dispose of such proceeds as follows: 

The Trust Company shall deliver the stock certificate of the de¬ 
ceased Depositor to the surviving Depositor and it shall deliver 
the proceeds of the insurance on the life of the deceased De¬ 
positor to the wife of the deceased Depositor if living, and if not 
living, then to the representatives of his estate, and the stock cer¬ 
tificates that were deposited by the Depositor who is then the 
surviving Depositor, together with the policies of insurance upon 
his life shall be delivered to such surviving Depositor. 
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All of the stock deposited hereunder and all of the policies de¬ 
posited hereunder or any part thereof may be withdrawn by said 
two Depositors on the joint receipt of both of them. 

Soper (Young) actually did commit suicide in 1932, at which time 
the trust company collected proceeds of the insurance policy on his life 
and paid the money over to Gertrude Whitby as his surviving wife, and 
at the same time delivered to Karstens the policy on his life, together 
with the decedent’s shares of stock. 

Several months after these matters had been closed out, Mrs. Soper, 
the true wife of Young, made her appearance; Cochran was appointed 
administrator of the estate, and he and Mrs. Soper brought this suit 
against Gertrude Whitby and the trust company to recover the insurance 
money. 

The court held the agreement valid against the contention that it was 

a testamentary disposition, and held that Gertrude Whitby was the 

person under the agreement intended as the recipient of the insurance 

proceeds. The opinion of the court on the first point is quoted at some 

length because it ties in most of the important cases on the subject, 

including the leading cases on partnership agreements. This case shows 

clearly that the principle involved in the contract is the decisive factor, 

not the subject matter of the contract. Because this particular agreement 

was in the form of an "escrow agreement” or revocable insurance trust, 

the first part of the opinion upholds the validity of such an agreement 
as follows: 


' * ‘ Nor do escrow agreement can be considered 

a testamentary disposition of the insurance money or of any other 
property included in that instrument. It was not so intended, and 
nothing therein contained can be so construed. Rather, so it seems 
o us, it takes the form of and functions as an insurance trust. The 
egal right to demand and receive the insurance money was by 

K^ agr ^™ ei V eSted in the trust com P^y- K was the payee in 
both policies. The legal title to the stock certificates vested 7 in it 

Immediately up on the death of the insured the rights of the 

Jfj. f nd beneficiaries were finally established. The duty of the 

m JlV °, as ^ agreement stipulated became operative. 

^ not“? re ] b «“ - passive or inactive matter be^e at 

t . P ( our ]g s death an obligation requiring action. The 

t: euQder - 11 couid do “<* w - 

An insurance trust having been created, the cases seem to hold 
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with practical unanimity that such trusts are nontestamentary. The 
mere fact that the settlor reserves the right to revoke the trust does 
not destroy its efficacy as an insurance trust if the event upon which 
the trust depends takes place before revocation is made effective. 

A late and very important case bearing on this subject is Gurnett 
v. Mutual Life Ins. Co., 356 Ill. 612, 191 N. E. 250. 

The opinion then goes on to discuss the validity of the arrangement 
on the assumption that the "escrow receipt” might not constitute an 
insurance trust, and it brings in a discussion of the contract law on 
this subject: 


Even if it be conceded that this was not an insurance trust, 
the authorities generally seem to hold that such arrangements, 
even if not involving the trust aspect, are valid as inter vivos 
transactions because they are contractual in nature. Thus in Coe 
v. Winchester (Ariz.) 33 P. (2d) 286, it appears that two part¬ 
ners entered into a written agreement whereby each agreed that 
he would effect a policy of life insurance payable to his wife. On 
the death of either, the wife of the deceased was to get the in¬ 
surance and the surviving partner was to take the deceased’s 
interest in the partnership. Under Arizona law each partner’s 
interest in the business is community property belonging equally 
to the partner and his wife. But as to such property the hus¬ 
band has complete right to disposal of the entire interest by any 
deal inter vivos, but cannot make a testamentary disposition of his 
wife’s interest. One of the partners died. His wife claimed a one- 
fourth interest in the business on the theory that the attempted 
disposition of the property was testamentary and therefore could 
not affect her community interest. The court came to the conclu¬ 
sion that the contract was not a testamentary disposition of prop¬ 
erty and that as such the entire one-half interest of the deceased 
partner had been validly transferred. Other cases upon this phase 
are Murphy v. Murphy, 217 Mass. 233, 104 N. E. 466; In re 
Mildrum’s Estate, 108 Misc. 114, 177 N. Y. S. 563; In re Eisen- 
lohr’s Estate, 258 Pa. 438, 102 A. 117; McKinnon v. McKinnon, 
(C.C.A.) 56 F. 409; Thompson v. J. D. Thompson Carnation Co., 
279 Ill. 54, 116 N. E. 648. In the last cited case the court held 
an agreement between a stockholder and a corporation, of simi ar 
nature, import, and purpose to those of partnership cases erein 
before cited, to be mutually binding upon each and all the parties 
thereto from the date of its execution. It was held that there was 
no testamentary disposition of the property. 
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The decisions arrived at in the foregoing cases, based upon a proper 
and fundamental distinction between a valid executory contract and a 
last will, leave no doubt that stockholders in a close corporation may 
enter into a contract, financed with life insurance, by which, upon the 
death of one of their number the surviving stockholder or stockholders 
are legally bound to purchase, and the estate of the deceased stock¬ 
holder is legally bound to sell, the deceased’s stockholdings in the enter¬ 
prise. 


COURTS WILL SPECIFICALLY ENFORCE CLOSE 
CORPORATION STOCK CROSS-PURCHASE 

AGREEMENTS 

Ordinarily, upon the failure of a party to carry out his obligations 
under a contract, a court will award money damages to the aggrieved 
party. In the case of a contract for the purchase and sale of close cor¬ 
poration stock by its active stockholders however, it is readily apparent 
that an award of money damages constitutes an inadequate remedy for 
the refusal of the seller to carry out his part of the transaction. In such 
a case, there is no open market in which the buyer may procure like 
shares of stock; indeed, the stock is otherwise non-procurable. And 
from the standpoint of the seller, there is little or no other market. For 

this reason, the courts usually grant the buyer specific performance of 
such agreements. 

The best evidence that the courts will specifically enforce a close 
corporation stock cross-purchase agreement financed with life insurance 

NW ^ B ° hmack v - Detroit Trust Co., 292 Mich. 167, 290 

w* w. 367 (1940). 

Pomfret - “ d two others organized the 

written 0,1 and Gre “ e Com P an > r - In 1931, they entered into a 
of his sh 8ree ? ent P rov,d,n g that if any stockholder wished to dispose 
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surviving stockholders, and the avails from the insurance were to be 
applied in payment. Life insurance was purchased as agreed upon and 
deposited with the trust company for the purposes of the agreement. 

In 1934, the other two stockholders sold their shares to Bohnsack, 
Fouts and Pomfret, and were released from the agreement; however, 
the remaining stockholders agreed in writing that the original agreement 
would remain in full force and effect as to them. 

Then occurred an incident that ultimately brought the agreement into 
court. One policy for $10,000, taken out by Pomfret, lapsed and he 
took out another for the same amount, but instead of his making it 
payable to the Union Guardian Trust Company under the stock pur¬ 
chase trust agreement he designated his wife and relatives as bene¬ 
ficiaries and deposited it with another trust company. Shortly afterward 
Pomfret died and the defendant, the Detroit Trust Company, was ap¬ 
pointed executor of his estate. 

Upon the refusal of the executor to carry through the purchase and 
sale transaction, Bohnsack filed this bill for specific performance of the 
agreement, asking that he and Fouts be decreed the owners in equal 
shares of the stock that was held by Pomfret and that was now in the 
hands of his estate. 

The court granted the surviving stockholders specific performance 
of the agreement, the opinion stating: 

The agreement was valid and under it the plaintiff is entitled 
to have specific performance. 

An action at law to recover damages for breach of the con¬ 
tract would not afford adequate remedy but, in effect, destroy 
the very purpose of the agreement by opening the way for hold¬ 
ing of the stock by third persons. 

Manifestly, the failure of Pomfret to substitute the new insurance 
in the place and stead of the lapsed policy under the purchase agree¬ 
ment created a situation that was bound to be litigated. With respect to 
this the court said: 

When Mr. Pomfret took out the mentioned policy, with his 
wife and relatives named beneficiaries, it was a breach of the 
contract but valid as to the beneficiaries and may not be dis¬ 
turbed as to them in this proceeding inasmuch as the beneficiaries 
are not parties, but that does not release the estate from perform¬ 
ing the contract and giving credit for the amount of that policy in 
payment for the shares of stock. 
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Once an agreement goes to court, it is the duty of the opposing at¬ 
torneys to attack it assiduously from every possible angle. It was to be 
expected, therefore, that the validity of this agreement would be chal¬ 
lenged. The opinion, in addition to citing the Lindsay cases, 205 Pa. 
79 and 210 Pa. 224 (enforcing an option agreement), and Coe v. Win¬ 
chester, quoting from the headnotes, had the following to say: 

It was the legitimate desire of the organizers and sole stock¬ 
holders to have and maintain a close corporation, with conse¬ 
quent benefit, and to that end entered into the contract. The 
contract was of mutual benefit, upon sufficient consideration and 
legitimate, unless it can be said that the insurance feature ren¬ 
dered such part thereof invalid. 


Mr. Pomfret had an insurable interest in his own life, with 
right to designate a trustee beneficiary and direct such beneficiary 
to carry out his contract. 

The validity of the insurance is unquestioned. The contest is 
over the contract application of the insurance. 

The contract carried out the purpose of a close corporation 
and the insurance feahire was in furtherance of that end, and 
was not a speculation in human life but a protection, by mutual 
desire, of business relations and interests. 


h a 1955 case, Aron v. Gillman, 309 N.Y. 157, 128 N.E.2d 284 
New York's top court held that the deceased stockholder's administrate 
must specifically perform an agreement between the corporation's two 
stockholders whereby on the death of one the stockholdings of the 
deceased should be sold to, and purchased by, the survivor "at the book 
me thereof The agreement further provided that book value "shall 

” *7'? 7 ““ m ° St recent audit of the boo! « the corporation 
dLthof 'f." 33 bKn made n0t ™>“ than sixty days hire £e 
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(18) equal monthly instalments.” * 

l953 ie Th r rr P h aI St0dch0lder ’ ownin S two-thirds of the stock, died in 

reflected if ^ T* * udit W taken P Iace within sixty days, but it 

- Cteen“m ^ ™ lo ™> d Gained 

Claim the rdy 1 n ° tatl0n “Sanding accrued income taxes. 



358 


CORPORATIONS 


ing also that book value not only should reflect the actual value of the 
inventory, as the lower court had held, but also the corporation’s esti¬ 
mated liability for income taxes. The latter adjustment lowered the 
purchase price of the deceased’s stock by approximately $54,000. 

Another case holding that the surviving stockholder was entitled to 
specific performance of a cross-purchase agreement is Bailey v. Smith, 
268 Ala. 456, 107 So.2d 868 (1959). The agreement, however, cannot 
be recommended since it left the deceased stockholder’s widow in an 
unenviable position. The agreement ran between the two principal 
stockholders of a corporation, each owning 334 of the 691 voting shares 
outstanding. Their agreement provided in part: 

Upon the death of either of said Stockholders, the surviving 
Stockholder shall purchase and the estate of decedent shall sell 
that number of shares of the stock of the Company which, when 
added to shares owned by the surviving Stockholder, will give 
the surviving Stockholder voting control of the Company. The 
purchase price of each share shall be double its book value at the 
end of the month in which the death of the Stockholder occurs. 

In determining book value any insurance on the life of the de¬ 
ceased Stockholder owned by and payable to the Company and 
which is reasonably certain to be collected shall be taken into con¬ 
sideration. 

The purchase price was to be paid within thirty days after the per¬ 
sonal representative of the deceased’s estate qualified. The agreement 
also gave the survivor an option to purchase all of the deceased stock¬ 
holder’s shares, and contained a first-offer obligation in event one 
stockholder desired to sell during life. 

Following Bailey’s death, Smith offered to purchase from the estate 
twelve shares, which would give him voting control, but the deceased s 
widow as executrix refused to accept the purchase price and deliver the 
shares. Alabama’s highest court held that Smith was entitled to the 
relief of specific performance. It held further that any insurance on the 
deceased stockholder’s life payable to the corporation was to be taken 
into account as a corporate asset in arriving at book value, whether 
the proceeds of the insurance have or have not been collected, provided 
the insurance is reasonably certain to be collected.” 

This agreement obviated the possibility of a deadlocked corporation, 
but did so at the expense of the widow, who was left a life estate in all 

the deceased’s property. 
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We now come to the question of whether the courts will decree spe¬ 
cific performance of a cross-purchase agreement at the behest of a 
deceased stockholder’s personal representative or heirs. The general 
rule is that a court of equity will not decree specific performance of an 
agreement if it appears that the plaintiff has an adequate remedy at law. 
And it is said: "The remedy of specific performance has been refused 
to the vendor when the only purpose of the suit was to recover the pur¬ 
chase price, for which the remedy at law was adequate.” 49 Am. Jur., 
Sec. 130, page 154. Some courts hold, however, that when one party 
may specifically enforce, the other party may do likewise. But that rule 
is being eroded as more and more courts adhere to the rule in Restate¬ 
ment of Contracts, Section 372(a): ”The fact that the remedy of specific 
performance is available to one party to a contract is not in itself a 
sufficient reason for making the remedy available to the other; but it is 
of weight when it accompanies other reasons, and it may be decisive 
when the adequacy of damages is difficult to determine and there is 
no other reason for refusing specific enforcement.” Now let us look 
at two recent cases on the subject. 

Cardos v. Crhtadoro, 228 La. 975, 84 So. 2d 606 (1955). This case 
involved a cross-purchase agreement whereby the five incorporators of 
a company agreed that upon the death of any one of them, the survivors 

"Jf*.. 0 I®* 1 '",' 1 t0 P urchase ' and toe decedent’s estate was obligated to 
sell the decedent’s stock "at its book value as determined by the last 

“%** com P an P- or quarterly statement if one has been 
prepared. The agreement also contained the following paragraph- 
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^ r ^P °i St0Ck “ to' but should any of 

ml P tefUSe ° r t0 P^ase his proportion upon de- 
TcL^eTr g partic s shall be entitled but not bLd to 
viHed u * * m P ro P ortlon to their ownership of stock pro- 
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that the agreement had been abrogated, the heirs of Cardos sued foi 
specific performance. Louisiana’s highest court upheld the lower court’s 
judgment ordering Cristadoro to specifically perform the agreement 
and purchase the decedent’s stock at its book value, and further decree¬ 
ing that if he failed to so perform within fifteen days then there be 
judgment in favor of the heirs in the sum of the book value plus in¬ 
terest. The court noted that there was mutuality of obligations under 
the contract, "expressly intended to keep the ownership of these shares 
of stock within the original incorporators.” It did not discuss, however, 
the right of heirs to a decree of specific performance; perhaps it con¬ 
cluded that the terms of paragraph (2) gave them that right. In any 
event, the heirs obtained, either through the decree that the survivor 
specifically perform or through the alternative money judgment, the 


purchase price of the decedent’s stock. 

Gingerich v. Protein Blenders, Inc., 250 la. 654, 95 N.W.2d 522 
(1959). This case involved a contract for the present sale, rather than 
sale at a stockholder’s death, of a block of a corporation’s stock. It 
illustrates, however, the trend of judicial decisions on the question of 
whether the seller of close corporation stock may have specific perform¬ 
ance of his agreement against a recalcitrant buyer. Under the contract, 


the defendant corporation agreed to purchase from Gingerich 4,505 
shares of preferred stock of another corporation at a stated price of 
$236,512.50. Such shares were tendered by the seller but refused by 
the defendant corporation, whereupon the seller brought this suit for 
specific performance. The lower court held that the suit was appropriate, 
but Iowa’s highest court reversed and held that the seller had an ade¬ 
quate remedy at law because the amount of his recovery was definite and 
fixed, and did not depend upon whether the stock had a known or 
ascertainable value. We quote from the court s opinion to show the 


evolution of new rules in this area. 


It is true that we have in the past laid down the rule that 
"Equity will not interfere to compel specific performance of a con¬ 
tract by one party where similar relief would not or could not 
be granted against the other party upon his refusal to perform. 
[Authorities cited.] The converse of this rule, if followed, must 
necessarily be that when one party may specifically enforce, the 
other may likewise do so. But the rule is not sound, has been 
much criticized, and so many exceptions have been engrafte 
upon it that it is no longer recognized as controlling. Plain 
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counsel recognize this, and with commendable candor cite Re¬ 
statement of Contracts, Sec. 372(2). ... A thorough discus¬ 
sion of the question, with citation of many authorities, will be 
found in Vanzandt v. Heilman, 54 N.M. 97, 214 P.2d 864, 

22 A. L. R. 2d 497; and see Peterson v. Johnson Nut Co., 204 
Minn. 300, 283 N.W. 561; . . . ("mutuality of remedy is not al¬ 
ways essential to a decree of specific performance”); and 81 C.J.S. 
Specific Performance §11, pp. 427, 428. So far as the Iowa cases 
cited above in this division hold that mutuality of remedy is essen¬ 
tial to an action for specific performance or, by inference and con¬ 
versely, that if one party is entitled to the remedy the other must 
likewise be, they are overruled. 

We turn then, without in any manner passing upon the ques¬ 
tion whether specific performance might have been available to 
the defendant if plaintiff had failed to carry out the contract, to 
a determination of whether plaintiff has an adequate remedy at 
law. We think his recovery for defendant's alleged breach is 
definite and readily ascertainable. It is, in fact, as measured by 
the averments of his petition, the right to have judgment for the 
agreed purchase price of $236,512.50. It is true that the common 
law rule for recovery of damages for breach of contract for the 
sale and purchase of personal property is the difference between 
the agreed price and the actual market value; and if this were 
true here, under the allegations, such damages might be difficult 
to ascertain and to prove. . . . 

* * * * * 

. . . We hold that the plaintiff's petition states a case for re¬ 
covery of the agreed sale price of the stock at law, which forum 
affords adequate relief; and accordingly no ground for equitable 
remedies exists. 

Thus, while the courts disagree on whether a deceased stockholder’s 
estate may pursue the remedy of specific performance, they all agree 
that the estate may recover the purchase price to which it is entitled. 


SUMMARY 

A buy-sell agreement financed with life insurance furnishes close 
corporatron stockholders with the most certain and most economical 
ethod of providing for the situation brought about by the death of 
an associate. It is the safest plan available because it sets up in advance 

f bind m- ° f a valid contract . us '“% enforceable specifically' 

binding obligation to buy and sell at time of death. It fa the molt 

economical plan because it takes advantage of compound interest and 
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the insurance principle to provide the purchase money, often with a 
great discount of dollars. For an excellent example of this, consider 
the Bohnsack case, in which a binding obligation was specifically en¬ 
forced and in which the death of Pomfret occurred during the third 
policy year of the insurance originally purchased to finance the plan. 



CHAPTER 11 

Contents of the Insured Stock 
Buy-Sell Agreement 


Introductory. Agreement must be drawn by a competent 
attorney. A carefully written buy-sell agreement, including in it 
provisions for life insurance financing, constitutes the legal basis for 
assuring that upon the death of an associate in a close corporation the 
surviving stockholders will succeed to its full ownership and control 
and that the estate of the deceased stockholder will receive in cash the 
full value of his stock interest. 


The agreement, in most states, may take either of two forms: a cross¬ 
purchase agreement, in which the individual stockholders are the parties 
and the surviving stockholders the purchasers of the shares of a deceased 
stockholder; or a so-called stock retirement agreement, in which the 
corporation is a party and is the purchaser of the shares of a deceased 
stockholder. Since the stock retirement plan has many distinct char¬ 
acteristics, that plan is discussed separately in Chapter 13. Until that 
chapter is reached, the text will be concerned largely with plans of in- 
ividual purchase of stock under cross-purchase agreements. Such an 
agreement stipulates that, upon the death of a stockholder, the surviving 
stockholders will buy the deceaseds stock in the corporation at an 

ho der t P " Ce; t f at “ surance wiU be “fried on the life of each stock¬ 
holder to supply the purchase money; and that simultaneously with the 

S i, 0 ran f ^ **“ “ “ of hit 

hnM l tra nsfer the deceased s shares of stock to the surviving stock- 

holders. Because the surviving stockholders rely upon this coTmrt for 
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the ultimate acquisition of full ownership and control of the enterprise 

and because the deceased's family relies upon it for prompt cash pay’ 

ment of the full value of the deceased’s stock, the document assumes a 

role of such obvious importance to all concerned that the parties are 

reckless indeed if they fail to entrust its preparation to a competent 
attorney. 

THE BROAD PATTERN OF THE AGREEMENT 

Insured stock buy-sell agreements have been in common use for a 
substantial number of years; thousands of them have been drafted, each 
"tailored” to fit the particular circumstances involved. Since all of these 
agreements have dealt with similar problems and like subject matter, 
however, their contents have followed a broad general pattern consisting 
of the essential commitments that such agreements should include. They 
may be itemized as follows: 

1. A definite commitment on the part of each of the stockholders not 
to sell or otherwise to dispose of his stock during his lifetime without 
first offering it for sale to the other stockholders (or to the corporation, 
in case of a stock retirement agreement) at a stipulated price. 

2. A definite commitment, not merely an option, on the part of all 
the stockholders in which they agree, binding their estates, that the 
surviving stockholders will buy, and the deceased stockholder’s estate 
will sell and transfer to the survivors, the shares of stock of a deceased 
stockholder. In the case of a stock retirement agreement, the corpora¬ 
tion commits itself to purchase the shares. 

3. A definite commitment as to the purchase price to be paid for the 
deceased stockholder’s shares. 

4. A definite commitment by the stockholders to purchase and main¬ 
tain under the agreement life insurance policies in an agreed amount 
with which to finance the purchase, the proceeds of these policies to 
constitute purchase-price money for the shares of stock when it is re¬ 
ceived by the deceased stockholder’s estate. In the case of a stock retire¬ 
ment agreement, the policies are purchased and maintained by the cor¬ 
poration. 

5. A definite commitment as to the ownership and control of the life 
insurance policies made subject to the agreement, and as to the disposal 
of the policies on the lives of surviving stockholders. 
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6. A definite commitment with respect to the time and manner of 
paying any balance of the purchase price in excess of the insurance pro¬ 
ceeds, and, conversely, with respect to the disposition of any insurance 
proceeds in excess of the purchase price. 


CONTENTS OF THE AGREEMENT 


Introductory. Because each dose corporation differs in some re¬ 
spects at least from every other corporation, no two insured stock buy- 
sell agreements can be identical. Nevertheless, since they all serve to 
accomplish the same basic objectives, that is, the buying and selling of a 
deceased stockholder’s shares and the payment for them from the pro¬ 
ceeds of business insurance carried on his life, the general structure of 
such agreements is sufficiently circumscribed to permit an analysis and 
discussion of the principal provisions usually contained in them. This 
will now be attempted from a functional standpoint without our con¬ 
sidering the important matter of the appropriate technical legal word¬ 
ing of such provisions, since this last is the special province of the draft¬ 
ing attorney. 


The parties to the agreement. Ordinarily, all the stockholders, 
together with a trustee selected by them, constitute the parties to a cross- 
purchase agreement. Obviously then, aU the stockholders must become 


parties if the arrangement is going to make certain that upon the death 
of any stockholder the survivors will succeed to full stock ownership in 
the enterprise. A trustee is not a necessary party to the agreement, but 
he is desirable as an impartial “third party” to act as a depositaty for 
the shares of stock and the insurance policies during the lifetime of the 
stockholders and, when a death takes place, to supervise the consumma¬ 
tion of the transaction. More will be said later of the functioning of the 
trust plan, in discussing insurance beneficiary arrangements. 

In the case of a corporation stock retirement agreement, the corpora- 
on itself will acquire the shares of a deceased stockholder, and is 
made a party to the agreement for that purpose. 

* pr ° p ? rty States - * is recon ™ended that the agreement 

forthe ITm 0f . th \ Stodd '° Iders - signatories unless the attorney 
t the Stockholders in the particular case, who is familiar with the re- 

tlnnSsTa^ COmmunit ? P ro P ert y ^w, decides that this is 
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The purpose of the agreement. The preamble of a well-drafted 
buy-sell agreement contains a recital setting out in brief the purpose 
and intent of the parties in entering into the agreement. These recitals 
state, for example, that the parties all are active in, and together own 
the stock of, the close corporation involved; that in the event of the 
death of one of their number, the transfer of his stock to any person 
other than the surviving stockholders (or the corporation) would tend 
to disrupt the harmonious and successful management and control of 
the corporation to which the parties concerned have devoted years of 
time, attention, and personal energy; that it is the desire of the parties 
to avoid any such unfortunate contingency and to assure that the estate 
of a deceased party will receive the full going-value of his stock interest 
by making provision for the purchase of a deceased’s shares at time of 
death by the surviving parties (or the corporation) and for the use of 
life insurance to aid in funding such purchase. Recitals of this nature 
serve to clarify the intentions of the parties and have proved of real 
significance in cases in which ambiguities have inadvertently crept into 
the agreement elsewhere. 

The “first offer 99 commitment. The preservation of the enter¬ 
prise as a close corporation among the original associates who remain 
active obviously calls for a provision in the agreement that requires that 
any stockholder who retires or desires to dispose of his stock for other 
reasons shall first offer his shares for sale to the other stockholders (or 
to the corporation) before he shall have the right to make any other 
disposition of them. The usual provision of this type allows a period of 
at least thirty days during which to accept such an offer and may provide 
that upon refusal and subsequent failure of the offering stockholder to 
dispose of his stock elsewhere within a specified period, such as six 
months, a new "first offer” must be made of the stock to the other 
stockholders (or the corporation). Furthermore, the other stockholders 
(or corporation) should be given the right to purchase such stock at 
the same contract price that governs on purchase in the event of a 
stockholder’s death, if such a price is to be binding on death as to the 
valuation of the stock in the deceased’s estate under the Federal estate 
tax law. There are other important phases in the matter of estate tax 
valuation, however, and more will be said on this point later in a chap¬ 
ter devoted entirely to tax problems. 

The commitment to sell and buy. A cross-purchase agreement 
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should stipulate in unequivocal terms that each stockholder, binding 
his heirs, distributees, personal representatives, and assigns, agrees to 
sell to the surviving stockholders and the surviving stockholders agree 
to purchase, all of the stock that the deceased stockholder may own in 
the corporation at the time of his death. In the case of a stock retirement 
agreement, the stockholders commit their estates to sell their stock to 
the corporation, and the corporation agrees to buy a deceased stock¬ 
holder’s shares. 

(For purposes of identification and clarity, it is advisable to state, 
either in the recitals or in an appended schedule, the certificate number 
and the number of shares owned by each stockholder. An appended 
schedule is preferable, since provision may be made to register in it any 
subsequent changes in stockholdings among the parties.) 

The provision for stamping stock certificates. Unless a trustee 
is made a party to the agreement, in which case the stock certificates will 


be endorsed in blank and delivered to the trustee, each stock certificate 
should be stamped or inscribed with a legend to the effect that the 
certificate is subject to a stock buy-sell and sale agreement of specified 
date between its owner and the other stockholders and is transferable 
only in accordance with the agreement. In fact, it is advisable to stamp 
the certificates in all instances. Section 15 of the Uniform Stock Transfer 
Act, in effect in all states except Kansas and North Dakota, provides 
that . . there shall be no restriction upon the transfer of shares so 

of any by-laws of such corporation, 
or otherwise, unless the . . . restriction is stated upon the certificate." 

The price to be paid , and valuation formula , if used. The pur¬ 
chase price to be paid per share for the stock of a deceased stockholder 
may be fixed by the use of any one of a variety of available methods. 

1 he stockholders should choose whatever method is most satisfactory 
to them and see that it is dearly set out in the agreement. 

At the t meth °f ° ften USed “ t0 ** ““ 6X304 P UIch “ e P tice “ advance. 
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failure to do so, the purchase price will be fixed by taking 
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the last stated figure as a base and adjusting it for subsequent changes 
in book value to date of death as determined by the accountants of the 
corporation. Or if the parties prefer, they may provide for the substitu¬ 
tion of an entirely different method of valuation in case no stated price 
has been filed within a year prior to death. Either one of these provisions 
should develop a satisfactory purchase price in event the stockholders 
neglect to keep their stated price current. 

The method of using a stated purchase price has the following ad¬ 
vantages: First, there can be no misunderstanding as to the amount 
itself; second, each of the stockholders, knowing exactly what his stock 
will bring, can plan his estate with precision; third, the stockholders, 
knowing the exact purchase price that will be required, are afforded an 
opportunity to keep the price fully insured; fourth, it simplifies the 
terms of the agreement and the consummation of the transaction. 

The courts ordinarily show no hesitancy in specifically enforcing 
stock cross-purchase agreements containing a stated purchase price 
for a decedent’s stock, as was done in Krebs v. McDonald’s Ex’x., 266 
S.W.2d 87 (1953). The agreement called for fixing the price at a 
special stockholders’ meeting to be held annually on the first Monday 
in February, and the stockholders had not neglected annual review. As 
sometimes happens, however, they were satisfied to keep the price low. 
The agreement functioned without a hitch on four separate occasions 
following the death of a stockholder, but following the fifth death, 
that of McDonald, his widow as executrix refused to perform. In hold¬ 
ing the agreement specifically enforceable, the Court of Appeals of 
Kentucky stated in part: 

... As heretofore stated, the valuations under the agreement 
never sensitively reflected changes in actual value through the 
prior twenty years of its operation, and Mr. McDonald was one 
of the architects of this method. His widow, as executrix and sole 
successor in interest, cannot now be heard to complain about this 
method of valuation. 

A cross-purchase agreement containing a stated price, with provision 
for revision from time to time upon agreement of the stockholders, 
implies that each stockholder intends in good faith to cooperate in carry¬ 
ing out the provision. Where such intent is lacking, a court may abro¬ 
gate the agreement, as was done in Helms v. Duckworth, 249 F.2d 482 
(1957); Duckworth v. Helms, 268 F.2d 584 (1959). There, the agree- 
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ment between the two stockholders contained a provision for review 
of the stated price each January, but no change was ever requested or 
made. Following the death of one stockholder, his administratrix 
brought suit to have the agreement cancelled unless the surviving stock¬ 
holder agreed to pay the true value of the stock. The surviving stock¬ 
holder stated in an affidavit that "it was never his intention at any time 
to consent to any change in this provision. . . The court, stating 
that "holders of closely held stock in a corporation such as shown here 
bear a fiduciary duty to deal fairly, honestly and openly with their fellow 
stockholders and to make disclosure of all essential information,” held 
that the survivor’s failure to disclose "to his corporate business ‘partner’ 
his fixed intent never to alter the original price constituted a flagrant 
breach of a fiduciary duty” which warranted cancellation of the agree¬ 
ment. 


Sometimes the agreement will provide that the purchase price of a 
deceased’s shares will be their book value at time of death, this to be 
determined by taking the value from the last company statement drawn 
off prior to death and adjusting it by adding 6 per cent interest to 
the date of death and by subtracting any dividends paid in the interim. 
A variation of this method is to take the book value as found by the 
corporation s accountants as of the date of death. Whatever plan is used 
to obtain book value, however, the fact remains that this method is de¬ 
ficient in that it does not set the purchase price of the deceased's stock 
at a figure that reflects the going value of the business; it usually fails 
to include any value for good will, and consequently it is not to be 
recommended under normal circumstances. 

How unreliable book value is as an indicator of market value is shown 
by a study published in February 1956 by the New York Stock Ex¬ 
change. That study compared the market value with the book value of 
e 1055 listed common stocks. It revealed that 660 stocks were selling 
a ove book value and 395 below book value. Moreover, 202 stocks were 
selling at double book value or more, and 72 stocks were selling at one- 
half of book value or less. 


s we pointed out in discussing book value in relation to partnership 

value T^p* J he C0UrtS do n0t always agree on what constitutes book 
for lD P ‘ edmon ‘ Pobhsbing Co. v. Rogers, 14 Cal. Rptr. 133 (1961) 
or sample, occurs this statement: "When we come to the question 
hether or not good will must be included in book value, we find the 
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decisions in conflict.” That case held good will includable where the 
agreement used the words ’'total book value.” And in Aron v. Gillman, 
309 N.Y. 157, 128 N.E.2d 284 (1955), we see this statement: "There 
appears to be no agreement among the decisions or textbook writers 
on a complete and authoritative definition of the term ’book value.’ ” 
There, the agreement called for book value as determined by the most 
recent audit. The court held that book value included inventory at its 
actual value and not the estimated value shown on the books, and ex¬ 
cluded estimated income taxes for the year although not deducted on 
the books. The lesson from these and many other cases is that if book 
value is to be used as an element in determining the purchase price of a 
decedent s stock, the agreement should define the term with great pre¬ 
cision and identify the person or firm designated to apply it. This is 
vital since, as we have seen, "book value” is not an exact term of art. 
Because it is not, the Committee on Terminology of the American In¬ 
stitute of Accountants a few years ago recommended discontinuance of 
the term in buy-sell agreements. 

Many stock buy-sell agreements provide that the purchase price shall 
be determined by the application of a stated formula. The purpose of 
this method is to place suitable emphasis on net profits as an important 
measure of value, and also to reflect as accurately as possible the value 
of good will in setting the price, but unfortunately there is no consensus 
that any one formula among those in use will do this best. A few of 
these formulas will be discussed. 

One formula calls for the "straight capitalization” of the average net 
profits of the corporation at a definite rate, for example, 10 per cent, 
the result being taken as the total value of all the stock, including good 
will. This is then divided by the number of shares to arrive at the price 
per share. It should be explained that capitalization of net earnings is 
simply the capital figure that, at the rate of capitalization used, would 
yield those net earnings. To illustrate, such a formula might require 
that the net profits be averaged for the last five complete fiscal years 
prior to death and then capitalized at 10 per cent to obtain the total 
value. Assume, then, that the average net profits for the last five years 
have been $20,000. Dividing this figure by 10 per cent gives a total 
figure that, at 10 per cent, will yield $20,000 per year; namely, 
$200,000. Dividing this total value by the number of shares gives the 
value per share; and multiplying that value by the number of shares 
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owned by a deceased stockholder determines the total purchase price 
for his shares. 

This plan is flexible in that a capitalization percentage may be selected 
by the stockholders to approximate most closely what they believe to 
be the value of their stock. It is often an impractical plan in the case 
of a small dose corporation for the reason that the corporate books 
rarely portray the true profits of the enterprise, most of the earnings of 
which are absorbed in the form of salaries. Then too, abnormally profit¬ 
able and unprofitable years should not be used in striking an average of 
past net profits; and it would be a difficult matter to provide properly 
for doing this in a purchase agreement. And lastly, the past profits have 
been earned by all the stockholders and may very well overvalue the 
stock in the light of the fact that one of the two, three, or more associates 
will be gone when the valuation is made. 


Sometimes a formula is used that combines book value and the value 
derived from the straight capitalization method, and takes the average 
of the two as the purchase price. Often a weighted average is used. An 
illustration of this method is found in Felder v. Anderson, Clayton & 
Co—Del Ch.—, 159 A.2d 278 (I960), except that appraised net asset 
value was used instead of book value. Net asset value was found to be 
$700.05 per share, and capitalized earnings value fund to be $365.23. 
The latter amount resulted from averaging the net profits of the most 
recent five years and multiplying by 8.4. This multiplier was obtained by 
averaging the earnings-price ratios of representative stocks for the same 
five years and discounting by 10 per cent for lack of marketability. The 
court then gave a weight of 80 per cent to capitalized earnings and 20 
per cent to net asset value, and held the stock worth $432.09 per share 

IS tnllATl/C* * 


N™A gS .$365.23 X 8 = $2,920.84 

Per share Value 10 ) H320 94 

Had the court not assigned weights, the result would have* been $532 64 

lines, specifying weights approve 
to the particular corporation, has much to recommend it P 

Another formula is that known as the "years' purchase method " 
Under th.s method, a return of 6 per cent l usuaSy aUo^ed on the 
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average book value (averaged over a stated period of years) and this 
amount is deducted from the average earnings (also averaged over a 
stated period of years). The remaining profits are then multiplied by 
the stated number of years’ purchase, such as three, four, or five, to 
compute the value of good will. The value of good will so determined 
is thereupon added to the book value to arrive at the total value under 
the formula. The following illustration should make this method dear: 

Average book value (capital stock and surplus). $120,000 


Average annual net profits . $12,000 

6 per cent return on average book value. 7,200 


Excess of profits over 6 per cent of book value $ 4,800 
$4,800 multiplied by 5 years’ purchase, shows a good¬ 
will valuation of. $ 24,000 


Total value of the corporation . $144,000 


It will be noted that the years’ purchase method is also flexible in 
that the number of years taken may be varied with the circumstances 
of the particular corporation. Like the straight capitalization method, 
however, it must rely upon average net profits, which may or may not 
reflect the true profits earned by the enterprise. To correct this, it would 
probably be necessary to provide in the formula that salaries beyond a 
specified amount be considered part of the profits. Again, provision 
should be made for the elimination of abnormal years when applying 
the formula. And to all of these difficulties must be added the draw¬ 
back inherent in every formula; the purchase price established by it 
cannot be ascertained finally until a death occurs. 

Thus it is apparent that the use of any method of valuation except 
that of taking book value alone, which is patently deficient, calls for 
some arbitrary decision on the part of the stockholders. In the case of a 
stated purchase price, the stockholders must set the actual figure. If 
the straight capitalization method is employed, they must decide upon 
the rate to be used. And if the years’ purchase method or a similar 
method is decided upon, they must stipulate in the formula the number 
of years to be used. In addition, there is the problem of defining and 
eliminating the abnormal years before applying any formula that uses 
average net profits, not to mention the problem of isolating only norma 
salaries in place of the actual salaries drawn by the stockholders. It is 
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submitted that in most agreements the parties might as well go "whole 
hog” in the first place by stipulating the exact purchase price, with pro¬ 
vision for its future revision from time to time as circumstances dictate. 
After all, the value of shares of stock in a close corporation cannot be 
ascertained with exactitude, and there is good reason to believe that a 
stated purchase price determined and agreed to by the stockholders 
among themselves while they are all alive not only will be as accurate 
as any other obtainable, but will be the most practical figure to use. 

The financing of the purchase with life insurance . The life in¬ 
surance policies made subject to the agreement should be recorded in 
the body of the agreement or, preferably, in an appropriate schedule 
appended to it. The agreement should state that the purpose of the in¬ 
surance is to provide cash to be applied against the purchase price of a 
deceased insured s shares of stock and that the proceeds of the insurance 
when received by the deceased’s estate or heirs, whether the estate re¬ 
ceives it directly as named beneficiary or indirectly from the surviving 
stockholders or from their trustee, shall be credited to the survivors as 
payment on account or in full, as the case may be, of the purchase price 
for the deceased s stock. Careful scheduling of all policies made subject 
to the agreement is essential in order to eliminate any possible confusion 
with the personal insurance owned by the stockholders or with any busi¬ 
ness insurance that may be carried for the purpose of indemnifying the 

enterprise for the loss of services of a valuable associate, or for the credit 
purposes. 


Provisions for adding , substituting , or withdrawing policies . 
A stock purchase agreement is likely to remain in effect for a number 
of years, during which time substantial changes may occur in the value 
of the stock of the corporation. If the value of the stock increases sub¬ 
stantially, a common development, the stockholders wiU want to cover 
the commitment to buy with additional insurance. On the other hand 

7 7 " , decreases - th «y desire to release some of the insurance 

rom the obligations of the agreement. And even though no appreciable 

changes take place in the value of the stock, it is possible that a stock- 

holder (or the corporation, in case of a stock retirement agreement) 

might prefer at a later date to substitute a different poliw of like 

‘f—“ *ould provide for the addition, subst 
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changes made in the composition of the insurance made subject to the 
agreement. 

Adjustment when amount of insurance proceeds differs from 
purchase price. The amount of insurance payable on the death of a 
stockholder may exactly match the purchase price to be paid for the 
deceased’s stock, or the insurance proceeds may be either over or under 
that figure. If, for example, the purchase price is to be ascertained by 
a formula applied at death, it would be a rare coincidence were the 
two figures the same. And in the case of a stated purchase price, a death 
could occur at a time when, for one reason or another, the full com¬ 
ponent of insurance was not carried. Every agreement, therefore, should 
contain provisions specifying the adjustments that are to take place if 
the insurance proceeds and the purchase price of a deceased’s stock 
differ in amount. 

When the insurance proceeds exceed the purchase price, it is usually 
provided in a cross-purchase agreement that the full amount of such 
proceeds will nevertheless be paid over as the minimum purchase price. 
In other words, it is provided that the purchase price will be the amount 
called for under the regular price-fixing clause of the agreement or the 
amount of the insurance proceeds, whichever amount is greater. Al¬ 
though any other disposition of excess insurance proceeds may be made 
that the parties desire, a provision establishing the insurance proceeds 
as the minimum amount of money that a deceased stockholder’s estate 
will receive has the distinct advantage of enabling the parties to plan 
their estates with a precision otherwise unobtainable, particularly if a 
valuation formula is to be applied at time of death. Where a stock 
retirement agreement is used, it is customary to provide that any excess 
of insurance proceeds over the purchase price collected by the corpora¬ 
tion shall be retained as general corporate funds. 

When the purchase price exceeds the insurance proceeds, it is cus¬ 
tomary to provide that the balance, if not paid in cash, will be paid by 
the delivery of a series of interest-bearing notes made by the surviving 
stockholders or by the corporation, depending upon the type of agree¬ 
ment, and payable to the estate of the deceased stockholder. This series 
of notes may mature over a period of months or over a period of years, 
depending upon the circumstances of the particular case and the wishes 
of the stockholders. Better than merely providing for the period over 
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which the notes are to run, however, is a provision to the effect that any 
balance of the purchase price be paid in stated equal amounts at specified 
intervals, thus permitting the number of instalments, rather than their 
amount, to vary with the size of the total balance owed. 


The advantages of this arrangement are obvious. The stockholders 
usually know approximately what amount can be paid periodically by 
a survivor (or by the corporation under a stock retirement agreement) 
without financial embarrassment. Often the amount of these instalments 
can be set at a figure to approximate the amount of salary payments 
being made to the deceased stockholder at time of death. This arrange¬ 
ment affords both definiteness and flexibility. Under it, a small balance 
will be quickly retired. On the other hand, a large balance will not im¬ 
pose too heavy a financial burden upon the survivors. Any instalment 
arrangement should include the privilege of prepaying any outstanding 
notes at any time. Provision may also be made, if desired, for the im¬ 
mediate maturing of all the notes outstanding in the event of default 
in making any payment. 


Securing any unpaid balance. Collateral security for any unpaid 
balance of the purchase price may be provided for by stipulating in the 
agreement that the personal representative of the deceased stockholder 
shall retain stock to perhaps 150 per cent of the amount of, and allocable 
to each unpaid note; the personal representative is to transfer the stock 
held as collateral for this amount as each note is subsequently paid. Col- 
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on policies on the lives of the other stockholders. The proceeds of each 
policy will represent the portion of the insured’s shares that the pre¬ 
mium payer is obligated to purchase on the prior death of the insured. 
Where there are three stockholders, for example, A and B each will 
own and pay the premiums on a policy on C’s life; A and C each will 
own and pay the premiums on a policy on B’s life, and B and C each 
will own and pay the premiums on a policy on A’s life. This plan is 
in keeping with the true nature of the insurance method of supplying 
the purchase price: an advance instalment accumulation method under 
which the insurance premiums constitute the instalments. 

The corporation should not be designated the premium-payer unless 
the stock retirement plan discussed in a later chapter is used. In any case, 
however, the corporation may be authorized to make the actual pay¬ 
ments to the insurance company and to charge such payments to the 
salary accounts of the individual stockholders in accordance with the 
method of premium allocation adopted by them. In fact, this procedure 
is highly recommended, for it gives assurance to all the stockholders 
that all the premiums payable under the agreement will be paid when 
they fall due and that none will be overlooked. Any method of premium 
allocation is readily implemented by this procedure. 

Premium may be pooled and shared pro rata by the stockholders if 
their stockholdings are equal. This method, however, introduces other 
complications. If there is a substantial difference in the ages of the stock¬ 
holders, it has the effect of requiring the older stockholders to pay 
more than their just portion, which complicates the adjustments that 
must be made when a death occurs. If each stockholder has shared 
equally in the premium burden, he is entitled to share equally in the 
cash values of the policies at the time of a claim. The difficulty created 
in this situation is that the cash value credits do not correspond with the 
cash values in the policies on their own lives that the survivors will 
take over upon the adjustment. 

To illustrate, let us take the simplest kind of case. Assume a cor¬ 
poration worth $50,000, the stock of which is owned equally by two 
stockholders, one of whom is age 37 and the other age 49. Assume 
further that each is insured for $25,000 ordinary life and that the older 
stockholder dies at age 69. Since the premiums were equally divided, 
equal credit should be given to the combined cash values of the two 
policies as of the moment prior to death. Taking the figures of a well- 
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known company, this credit to the estate of the deceased stockholder 
would amount to $10,475. The surviving stockholder would therefore 
owe the deceased’s estate $25,000 as the price of the stock, plus $10,475 
as representing one-half of the cash values of both policies at time of 
death. He would be credited with $25,000 insurance proceeds on the 
policy on the deceased’s life, but the policy that he would take over on 
his own life would have a cash value of only $9,100, so that even if 
he should take a maximum loan against this policy, he would still be 
$1,375 short of funding the transaction. 

On the other hand, had each paid the premiums on the policy on the 
other's life, the proceeds of the policy on the deceased’s life would have 
discharged completely the purchase price for the deceased’s stock, and 
the surviving stockholder could be given the privilege of taking over 
the policy on his own life by paying the deceased’s estate the exact 
amount of the cash value of that policy. If necessary, the money with 
which to do this can be made available by a policy loan. If he does not 
desire to take over the policy, the deceased’s estate is fully paid off upon 
surrender of the policy to the insurance company. But if the premiums 
are pooled and the older stockholder is first to die, which is reasonably 
to be expected, the surviving younger policyholder can never have the 


arrangement completely funded. Far better, if possible, is the plan of 

each stockholder’s paying the premiums on the other’s policies under 

which the money is made available to discharge in fuU the obligations 
of the parties. b 

A plan requiring each stockholder to pay the premiums for the 
msurance on his own life is totally wrong in principle, for in effect each 
stockholder is then maintaining the fund with which to purchase his 
own property, that is, his own shares of stock. 

Ownership of the insurance policies and restrictions on use for 

lZr P ° Se \ ? e agrcemen t should specify who is to own the 
nght to exercise the benefits and privileges contained in each policy dur- 

mg the insured s lifetime. If a trustee is made a party to the agreement 
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CHAPTER 12 


Insurance Beneficiary 
Arrangements 


The buy-sell agreement should state to whom 
the life insurance policies are to be made payable upon death. In this 
matter, one may choose from among a number of different arrange¬ 
ments. 

The corporation as beneficiary . If a plan is adopted in which 
the corporation will be the purchaser of a deceased’s shares of stock, then 
preferably the corporation should be designated to receive the insurance 
proceeds. 

A trustee as beneficiary . If the stockholders desire to have a cross¬ 
purchase plan administered by a trustee as an impartial "third party, 
then the trustee, preferably the corporation’s bank, if it has trust powers, 
should be designated beneficiary of the life insurance made subject to 
the agreement. This plan is highly recommended. 

Under the plan, the trustee becomes a party to the agreement along 
with the stockholders. The contract is in the form of a business insurance 
trust agreement, the provisions of which follow the general cross-pur- 
chase contract form, modified and supplemented by the necessary trust 
provisions. It will be provided that the life insurance policies be made 
payable to the trustee and deposited with it. Ownership rights under 
the policies may be given to the trustee or may be retained by the stock¬ 
holders who pay the respective premiums on them. Funds with which 
to pay the insurance premiums also may be deposited with the trustee, 
but ordinarily the stockholders themselves, or the corporation as their 
agent, will pay the premiums directly to the insurance company. The 
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stockholders will indorse their stock certificates in blank and deposit them 
with the trustee for the purposes of the agreement, reserving to them¬ 
selves, however, the right to receive all dividends payable on the stock 
and the right to vote their respective shares. 

The foregoing arrangements place the trustee in an ideal position to 
carry through the consummation of the purchase and sale in the event of 
a stockholder s death. The proceeds of the insurance on the deceased 
stockholder’s life are collected by the trustee. Then, if the agreement 
provides for the application of a valuation formula to ascertain the 


purchase price of the deceased's shares, the trustee applies the formula 
or supervises its application, whichever procedure is called for by the 
agreement. Upon ascertainment of the purchase price, either from a 
clause in the agreement stipulating a predetermined figure or from the 
application of a specified formula, the trustee, after reserving its com¬ 
missions, delivers to the deceased’s executor or administrator as much 
of the insurance proceeds as is required to pay the purchase price of the 
eceased stockholder’s shares, and disposes of any excess of insurance 
proceeds as directed in the agreement. The shares of stock owned by 
e survivors and the shares purchased by them from the deceased’s 

nlT'fl md0fSed ° Vef t0 thCm and the insurance Policies on the 
lives of the survivors are made over to the respective owners, who will 

offer to transfer them to the insureds in accordance with the terms of the 
agreement covering such an exchange. 

If the insurance proceeds, however, are less than the purchase price 
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purchase and sale of a deceased’s stock will be carried through smoothly 
in an impartial and responsible manner; thus the stockholders are 
relieved of most of the details and bother, while at the same time they 
are assured that the interests of all concerned will be supervised by a 
capable, unbiased third party. All things considered, there is no better 
plan. 

The surviving stockholders as beneficiaries. If the trustee plan 
is not chosen, the designation of the surviving stockholders as bene¬ 
ficiaries of the insurance is a logical choice under a cross-purchase 
agreement. It places the purchase money in the hands of those who are 
to be the purchasers and who are obligated to use the insurance pro¬ 
ceeds in payment for the deceased’s stock. It places the purchase money 
in the hands of those who have created it and own it if, as is usually the 
case, the survivors have paid all the premiums on the deceased’s insur¬ 
ance and have possessed the incidents of ownership during his lifetime. 

Furthermore, this arrangement tends to balance the situation at death 
between the surviving stockholders and the deceased’s estate. The survi¬ 
vors, obligated to buy and to pay the agreed purchase price for the 
deceased’s stock, hold the insurance proceeds pending consummation 
of the transaction. The personal representative, obligated to sell and 
transfer the deceased’s stock in the corporation, holds the shares. Thus, 
each side of the transaction holds something that it is obliged to deliver 
over to the other side upon the receipt of that which the other side 
possesses. Given this balanced status, together with the realization that 
the survivors may, if necessary, obtain specific performance of the 
agreement by court decree, and that the estate may obtain a decree or 
judgment for the purchase price, the purchase and sale should func¬ 
tion smoothly. 

Under this arrangement, as under the trustee plan, if the survivors 
have been the premium payers and policy owners of the deceased’s insur¬ 
ance, the proceeds are not subject to estate taxation, and will be in¬ 
cluded in figuring the cost basis of the shares of stock acquired by the 
survivors, to give them the most favorable income tax position possible 
should the survivors later sell any of these shares. 

Attention should be called, however, to the fact that the proceeds 
and avails of insurance made payable to the surviving stockholders are 
not protected against the claims of their creditors. But in this connec¬ 
tion, it should be kept in mind that the creditors of the corporation are 
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not creditors of the individual stockholders. It should be remembered 
also that aside from the secured creditor, such as a mortgagee, who holds 
by contract a contingent right of disposal of a specific item of the debtor’s 
property, the relationship between a debtor and his creditor is personal; 
the creditor, as such, has no property interest in his debtor's assets. 
Upon default in payment of a debt that has become due, the creditor has 
the right to sue, and the debtor has the right to defend the action on the 
merits. It may be said in general that unless a debtor, after the maturity 
of a claim against him, conceals himself or his property or removes him¬ 
self or his property from the state, or is about to do this, with intent 
to defraud his creditor; or has made a transfer in fraud of his creditors; 
or until a creditor obtains a judgment against him, the creditor has no 
right to touch or interfere with any of the debtor's property. 

That any conduct or transactions in fraud of creditors will occur is 
improbable. If, however, the financial status of any of the stockholders 
should deteriorate to the extent that he may have unsatisfied judgment 
creditors, they can levy not only on the insurance that he owns under the 
plan payable to himself, but also on his shares of stock in the corpora¬ 
tion and on his other available property as well. The result would be 
that, until the judgment was satisfied, the agreement, unaltered, would 
be impracticable and the parties would no doubt take advantage of their 

reserved right to amend or revoke it, as dictated by the changed cir¬ 
cumstances. 6 

Moreover the creditors of a stockholder-beneficiary not only must 
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that a transfer in trust for the benefit of the transferor may be reached 
by his present and future creditors. There seems to be a paucity of cases 
on the subject, and this fact alone indicates that in the great majority of 
cases there will be no need for protection of the insurance from claims 
of creditors. 

The insured’s estate as beneficiary. Among the other arrange¬ 
ments that may be chosen is that of designating the respective estates 
of the insured stockholders as beneficiaries. Although this is a plan 
that is sometimes used, there are several objections to it. 

A deceased stockholder’s death finds his executor or administrator 
holding the title to both the subject matter of the sale and the purchase 
money for it. This creates an imbalance in the situation in favor of the 
estate and against the surviving stockholders. Although this alone is not 
serious, nevertheless if the agreement does not contain a clear and posi¬ 
tive statement that the insurance proceeds thus received by the estate 
directly from the insurance company are to be credited to the surviving 
stockholders as purchase money for the deceased’s shares of stock, the 
personal representative or heirs may contend that they are entitled not 
only to the insurance proceeds but to the full purchase price as well. 
Furthermore, if this plan called for all or any part of an insureds 
premiums to be paid by himself, a contention that all or part of the 
insurance proceeds constituted personal insurance might prove for¬ 
midable. 


Another objection is that both the deceased’s shares of stock and the 
insurance proceeds are exposed to the claims of the creditors of his estate. 
Here, we have a quite different debtor-creditor relationship than sub¬ 
sisted during the deceased stockholder’s lifetime. After death, his estate 
constitutes a fund impounded in the hands of his personal representa¬ 
tive for the benefit, first, of his creditors, and second, of his distributees. 
True, the personal representative is charged with the duty of carrying 
out the executory contracts of the deceased stockholder, except those 
calling for the deceased’s personal services and those expressly termina 
ble upon death, and is therefore bound to carry through the stock pur 
chase and sale agreement. But in case the deceased s assets prove ina e 
quate, the surviving stockholders well might be forced to resort to litiga 
tion in order to assert their rights. Estate creditors, including *** 
collectors, are naturally militant in the situation, for they are affor e 
their last opportunity to collect their debts, and because of this, t 
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personal representative may actually desire litigation for his own protec¬ 
tion in the premises. Again we are dealing with a situation best avoided 
by the trust plan, in which the title to the stock and the insurance pro¬ 
ceeds are vested in the trustee, the former to be made over to the sur¬ 
vivors and the latter to be made over to the deceased’s personal repre¬ 
sentative upon the consummation of the agreement. 

A further objection to designating the respective estates of the in¬ 
sured stockholders as beneficiaries is the possibility of controversies over 
the amount of estate taxes. It seems to be well settled by the court deci¬ 
sions that if there is an insured buy-sell agreement effective at death, an 
estate tax is not imposed on both the purchase price and the value of the 
business interest being sold under the agreement, but the taxing author¬ 
ities nevertheless from time to time continue their efforts to impose 
"double” taxation. They are given the opportunity to attempt this under 
every arrangement by which the insurance proceeds are estate taxable, 
that is, if the insured has any of the incidents of ownership in the policy 
on his own life, or if, as is here under discussion, the proceeds are pay¬ 
able to his estate. 


This was the controversy in the Estate of John T. H. Mitchell v. Com¬ 
missioner, 37 B. T. A. 1 (1938). Lennen and Mitchell each owned one- 
haif the stock in Lennen & Mitchell, Inc. In April, 1929 , they entered 
into a stock purchase and sale agreement, insured by $ 200,000 of life 
insurance on each party, payable to their respective estates, the proceeds 
to be received on account of the purchase price as if the surviving party 
had paid the sum.” In 1930, Mitchell died and insurance proceeds of 
5202,066.67 were paid to his estate subject to the agreement. In ac¬ 
cordance with the agreement, his stock was valued at $ 313,771 93 and 
Lennen paid the balance of $111,105.26 in cash to the estate. (Lennen 
had also carried $400,000 of life insurance on Mitchell, payable to 
Lennen.) In the estate tax return, Mitchells administratrix reported the 
insurance proceeds of $202,666.67 payable to the estate and the $111 - 
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taxpayer. Nevertheless, as long as there is the possibility that a con¬ 
troversy may arise it seems advisable to avoid the kind of insurance ar¬ 
rangements that make such controversies possible. 

If the estate of the insured is named as insurance beneficiary, there is 
also some danger that the rule of the Legallet case (41 B. T. A. 294) will 
be applied on a subsequent sale of the stock. If applied, the insurance 
proceeds paid directly to the estate will not be included in the cost basis 
of the stock acquired from a deceased associate when the survivor com¬ 
putes his gain or loss on a subsequent sale. (See discussion of the Legallet 
case at page 251 et seq. of the Book on Partnerships, and note the re¬ 
liance on the Mitchell case.) 

Lastly, the estate beneficiary arrangement is not suitable, for obvious 
reasons, unless the agreement stipulates that the insurance proceeds shall 
constitute the minimum purchase price. 

Designation of personal beneficiaries of the stockholders. At 
this point it is apropos to re-emphasize that the purpose of a stock cross¬ 
purchase agreement is to enable the surviving stockholders to purchase 
the shares of a deceased stockholder in the corporation and in this way 
to continue in full ownership and control of the enterprise, and at the 
same time guarantee that the estate of the deceased will receive full 
value for his interest in the business promptly, in cash. The function of 
life insurance in connection with such an agreement is to guarantee that 
the surviving stockholders will have the cash available with which to 
pay over the full purchase money promptly at the time of a stock¬ 
holder’s death, whenever it may occur. However, other arrangements are 
designed to go still further; that is, instead of providing that the 
deceased’s estate receive the purchase price in cash, the insurance pro¬ 
ceeds are paid directly to the personal beneficiaries of a deceased party. 
In other words, the objective in some instances is that the insurance 
proceeds function, first, as business insurance to supply the purchase 
money to pay for the stock of a deceased stockholder; and second, as 
personal insurance, the purchase money remaining in the form of insur¬ 
ance proceeds held by the insurance company and payable in instalments 
to the deceased stockholder’s family under the settlement options of the 
policy. 

The possibility and feasibility of making such insurance arrange¬ 
ments have been discussed at some length in the Book on Partnerships, 
to which the reader is referred, since the discussion there is equally 
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applicable to close corporation stock purchase agreements. By way of 
supplement, however, something more should be said at this point on 
a few phases of the subject of personal beneficiary designations in con¬ 
nection with buy-sell agreements. 

One of these phases deals with the problem of providing for the pay¬ 
ment of claims of creditors of the deceased stockholder’s estate. This 
problem arises in those situations in which the transfer of the deceased’s 
stock to the survivors, with the purchase money for the stock in the form 
of insurance proceeds going direct to the personal beneficiaries of the 
deceased, leaves his executor or administrator with insufficient estate 
funds to pay debts, administration expenses and taxes. Thus the prob¬ 
lem is created by the fact that although a fair price has been paid for 
the stock, the price has been paid to third persons, and the estate has 
been by-passed. It is believed that if, in such a situation, the purchase 
plan does not make it possible for the personal representative to obtain 
a portion of the insurance proceeds sufficient to pay the claims against 
the deceased’s estate, then the personal representative has ample power 
under the Fraudulent Conveyance laws in force in most jurisdictions to 
prevent or set aside the transfer of the deceased’s shares of stock to the 
survivors to the extent necessary to procure the required estate funds 
for paying its creditors. 

This belief is borne out by Glenn in his leading book entitled Fraudu¬ 
lent Conveyances and Preferences (Baker, Vorhis & Co., 1940), in which 
he states in Section 275: "an essential feature of the fraudulent con¬ 
veyance is, depletion of the debtor’s estate”; and in Section 276, 
captioned "The Consideration Must Pass Directly into the Debtor’s 
Estate,” in which he writes: "When we speak of the debtor’s estate, we 
mean the estate available to his creditors. It follows that a consideration 
which by the very nature of the transaction, does not pass into the 
estate at all, is not fair value within the rule just mentioned.” 

It seems clear that the right of the personal representative, of an 
estate that will be made insolvent by the transfer of the decedent’s stock 
to the survivors, to prevent the transfer to the extent necessary for pay¬ 
ing estate creditors is a matter separate and apart from the question of 
the validity of the buy-sell agreement as an enforceable contract between 
the parties. This distinction is brought out in Bowery v. Vines 178 
Tenn. 98, 156 S. W. 2d 395 (1941). 

In that case, several relatives of Robert E. Vines, the debtor, had given 
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their notes to certain banks. When the notes became due, Vines, in 
consideration of an extension of time given to the relatives on the notes, 
gave the banks his mortgage as security. He was insolvent at the time! 
and the mortgage was later foreclosed and the property lost to Vines. A 
judgment creditor of Vines, however, brought this action to recover the 
amount of the mortgage from the banks as having been a fraudulent 
conveyance as to plaintiff on the ground that no consideration had moved 
to his debtor for the transfer. Counsel for the defendants urged that the 
extension of time given to the relatives on the notes was sufficient con¬ 
sideration to make the transaction valid and therefore that it could not 
be attacked. The following was quoted by these attorneys from 41 
Corpus Juris, page 387: 

Under the rules applicable to contracts generally, the forbear¬ 
ance of a creditor from enforcing the payment of a debt or claim 
by legal proceedings or his extension of the time for payment of 
the debt or interest thereon may constitute a sufficient considera¬ 
tion, and the consideration may be forbearance extended to a third 


The court, however, held the transfer fraudulent as to Vines’ creditors. 
The opinion referred to the foregoing statement and to other statements 
also cited in the opinion as follows: 

These are excellent statements of generally recognized rules. 

But do they apply and control here? They apply to Robert E. 

Vines as the promisor, or obligor. He could not plead lack of 
consideration for his conveyance made to secure "a forbearance 
extended to a third person.” But may he, being insolvent, thus 
voluntarily convey his property to the prejudice of his creditors, 
without a fair consideration passing to him which would inure to 
their benefit? 

We are cited to no Tennessee case directly in point, and in¬ 
deed, to but one from other jurisdictions, to which we will later 
refer. We deem it unnecessary to consider distinctions suggested 
between a "valuable” and a "good,” or a "fair” consideration. 

We seem to have here a case of no consideration whatever pass¬ 
ing to the grantor, Robert E. Vines, for this transfer of his prop¬ 
erty. We have here a voluntary conveyance, fraudulent in fact as 
against existing creditors by the terms of the statute above cited. 

A voluntary conveyance was prima facie fraudulent in fact as 
against existing creditors before the passage of this uniform stat¬ 
ute. 
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The other case referred to in the opinion was Davis v. Hudson Trust 
Co., 3 Cir., 1928, 28 Fed. 2d 740, cert, denied, 278 U. S. 655, from 
which was quoted in part as follows: 

It is true, as counsel for appellees say, that "the agreement of 
a creditor to extend his debtor's time for payment, or to forbear 
suing on the claim, constitutes a valuable consideration for the 
promise of a third party to pay the debt.” But we are not here deal¬ 
ing with a "valuable” consideration for the promise of a third 
party to pay another’s debts. We are here dealing with what con¬ 
stitutes "fair consideration,” which when given in good faith may 
prevent creditors from setting aside a conveyance under the Uni¬ 
form Fraudulent Conveyance Act. 

With respect to the fact that the consideration did not move to the 
debtor, the Bowery v. Vines opinion stated in part: 

It cannot be denied that counsel for appellant is correct in his 
contention that the uniform Act of 1919 . . . exacts the passing 
to an insolvent grantor of a consideration of approximate value to 
the property conveyed, if the conveyance is to be good as against 
his creditors. It is essential that the consideration must not only 
be fair, but that it pass into the insolvent’s estate. This is the lack 
in the instant case. 

In the 1931 edition of Glenn on Fraudulent Conveyances, page 
370, Section 275, discussing the principle involved, the author 
says: 

"In final effect the test from the creditor’s standpoint should 
be the diminution of the estate, and the first inquiry therefore 
must be whether the transfer, in view of the consideration re¬ 
ceived, lessened the value of the estate. If not, the creditor can 
claim no injury . . . 

When we speak of the debtor’s estate, we mean, of course, 
the estate available to his creditors. It follows that a consideration 
which by the very nature of the transaction, does not pass into the 
estate at all, is not within the general rule just mentioned.” 

Although the quoted cases were not dealing with buy-sell agree¬ 
ments, their reasoning is in accord with that in the partnership cases 
of Ireland v. Lester and Silvertborne v. Mayo, at pages 198 and 248. The 
reasoning would apply equally to a stock purchase agreement. There- 
ore, where the parties desire that the purchase price for the shares of a 
deceased stockholder be paid direct to a beneficiary, instead of to the 

estate, they must make sure that there will be ample assets in the estate 
tor the payment of claims. 
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Another phase of the subject of personal beneficiaries about which 
something more may be said is that of the use of some modified form 
of personal designation which will make the insurance proceeds avail¬ 
able to the deceased’s estate, if and to the extent necessary, to satisfy the 
creditors’ claims. One such arrangement calls for the use of modified 
personal beneficiaries in connection with a trustee plan. That is, if the 
particular insurance company concerned is willing to do so, there is the 
possibility of designating a trustee as primary beneficiary under the inter¬ 
est option for a limited period of time, during which the trustee is given 
the right to withdraw cash for the purpose of enabling the personal repre¬ 
sentative to satisfy creditors of the deceased’s estate as well as the dis¬ 
tributees, if any, who have unsatisfied and indefeasible rights in the 
estate. After this the trustee will select settlement options under the 
insurance in favor of the individual beneficiaries of the deceased, as 
directed in the agreement. 

The usual business trust arrangement places the possession of and the 
bare legal title to the share certificates in the trustee, the trustee acting 
as a depositary until a death occurs. Reserved to the respective stock¬ 
holders, are the following rights: the right to vote the stock, the right 
to receive all dividends on the stock, and the right to repossess and dis¬ 
pose of the shares prior to death in compliance with the terms of the 
agreement. Thus, most of the "bundle of rights” that make up owner¬ 
ship are reserved to the respective depositing stockholders while they 
are alive, and because of this, there is grave doubt as to whether an 
estate left with insufficient funds to pay its debts can be by-passed by 
the endorsement over to the survivors of the decedent’s stock. Special 
statutes in force in most states might prevent interference with the dis¬ 
position of the insurance proceeds elsewhere, but it seems, in most 
jurisdictions at least, that the executor or administrator can reach the 
deceased’s shares of stock to the extent necessary to pay any remaining 
estate creditors, if other estate assets have been exhausted in the process. 
Therefore, if the usual plan of paying over the full purchase price to 
the deceased’s estate is departed from in order to make use of settle¬ 
ment options to personal beneficiaries, some provision should be in¬ 
cluded by which the insurance proceeds, if and to the extent necessary, 
are made available to settle the estate. 

To sum up the matter of designating personal beneficiaries: the 
designation of personal beneficiaries and the use of settlement options 



INSURANCE BENEFICIARY ARRANGEMENTS 


389 


are foreign to the basic purposes to be accomplished by a business buy- 
sell agreement. Such a designation will probably give rise to an income 
tax problem as presented in the Legallet case. It raises the problems of 
satisfying estate creditors and heirs with statutory rights in the estate. 
The problems of creditors and heirs, however, are not present in some 
estates by reason of other suitable provisions, and if they are present, 
their solutions often can be worked out. Nevertheless, in the great 
majority of cases there is need in a deceased's estate for all or nearly all 
of the cash supplied by the purchase price. Consequently most stock¬ 
holders are well advised to eschew the advantages of settlement options 
under the insurance used to finance their buy-sell and sale agreements, 
and to adhere to a plan against which no valid objection can be 
raised. 

Disposition of policies on the lives of survivors. The matter of 
the disposition of the insurance policies on the lives of the surviving 
stockholders does not come up in the case of a stock retirement agree¬ 
ment that continues in force irrespective of the death of one or more 
stockholders. On the other hand, and individual cross-purchase agree¬ 
ment should contain provisions disposing of the insurance policies on 
the lives of the stockholders after a death occurs. 

The usual arrangement is to grant each insured an option, exercisable 
within a specified period, such as thirty or sixty days after the appoint¬ 
ment of the executor or administrator, to take over the insurance in 
force on his own life under the agreement after he has made a suitable 
financial adjustment for differences in cash values. This plan is readily 
accomplished by crediting each stockholder, including the deceased, 
with the cash values that have been created in the survivors’ policies by 
the premiums each has paid, charging each surviving stockholder with 
the cash value of the insurance he is acquiring on his own life, and set¬ 
tling the balances with those entitled to them. In the event any policy 
is not taken over during the option period, its owner is empowered to 
surrender it to the insurance company for cash. 

It should be noted that by the above process, the deceased’s estate will 
receive credit for the premiums the deceased has paid to the extent of 
the cash values created, in addition, of course, to receiving the full pur¬ 
chase price for his shares of stock in the enterprise. 

It should also be observed that, if each stockholder has contributed 
to the premiums on the insurance other than that in force on his own 



390 


CORPORATIONS 


life, the amount that any survivor must put up in order to take over the 
policy on his own life will never exceed the cash value of that policy, 
and therefore under such circumstances the exchange may be financed 
in full, if need be, by a policy loan. In fact, the only situation in which 
he would owe the full cash value of his insurance on the adjustment, if 
each has paid the other’s premium, is in the case of the death of one of 
only two stockholders, in which event the survivor would have the 
option to take over his policy from the deceased’s estate upon paying 
to the estate the cash value of it. If more than two stockholders are in¬ 
volved, the adjustment calls for the surviving stockholders in taking 
over their policies to pay considerably less than the cash values of the 
policies being acquired on their own lives, since each receives credit for 
part of the cash values of the policies on the other survivor or survivors. 

Assume, for example, that the stockholders are Able, Baker and Cain, 
and that each is insured for $20,000 on the cross-purchase plan. Baker 
dies ten years later, and the survivors use the proceeds of the insurance on 
his life to buy his shares from his estate. The survivors desire to take 
over the policies on their respective lives. Each of the policies on Abie’s 
life, one owned by Cain and the other owned by Baker’s estate, has a 
cash value of $1,800. Each of the policies on Cain’s life, one owned 
by Able and the other by Baker’s estate, has a cash value of $2,400. 
Therefore, Able must pay the estate $1,800 for one policy on his life, 
and will owe Cain $1,800 for the other policy. Cain must pay the 
estate $2,400 for one policy on his life, and will owe Able $2,400 for 
the other policy. Thus, on the adjustment Cain will pay Able the dif¬ 
ference of $600, and will pay $2,400 to the estate. His payments of 
$3,000 are considerably less than the $4,800 total cash value of the 
policies he takes over. Able will pay the estate $1,800 and will collect 
$600 from Cain on their adjustment. Abie’s net payment of $1,200 is 
far below the $2,400 total cash value of the policies he takes over. As 
the tax law stands when this is written, neither surviving stockholder 
can acquire from a deceased stockholder’s estate the policy on the other 
surviving stockholder’s life without running afoul of the transfer-for- 
value rule—although a surviving partner is protected from application 
of the rule in a similar situation. Each survivor could, of course, con 
tinue the policy he owns on the other’s life for purposes of a cross¬ 
purchase agreement between them. 
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If the premiums have been "pooled” and paid pro rata by the stock¬ 
holders, then the cash values of all the policies as of the day before a 
death occurs should be totaled and divided pro rata to ascertain the 
credit to be given each party. On taking over his policy, each survivor, 
as before, will be charged with its cash value. Thus, in addition to its 
other shortcomings the plan of pooling premiums produces an imbalance 
in the adjustment after death. This is not a serious problem, however, 
except in the case of the death of the older one of two stockholders. In 
this event, the survivor must pay to the deceased’s estate an amount 
greater than the amount of the cash value of the policy being acquired. 

If the insurance carried under the plan has been substantially less 
than the purchase price, which leaves a stable balance for the survivors 
to pay in instalments, then it may be provided in the agreement that 
upon taking over the insurance on their own lives the survivors will 
make collateral assignments of their policies to the deceased stock¬ 
holder’s estate as security. Obviously, this procedure furnishes valuable 
protection to the survivors as well as to those interested in the estate of 
the deceased. 

Provisions for amending, revoking, or terminating the agree¬ 
ment. The agreement should reserve to the stockholders jointly the 
right at any time to amend or revoke it by a writing signed by all of 
them. Of course, if a trustee is also a party, it will be necessary to 
provide that the stockholders shall not make any change in the terms of 
the agreement that will increase the obligations or reduce the rights of 
the trustee without its consent. 

The agreement should also contain provisions for its automatic ter¬ 
mination upon the happening of any one of certain specified events as, 
or example, the dissolution or bankruptcy of the corporation, or, in the 
case of two stockholders, the death of both prior to the consummation 
of the purchase and sale of the stock of the stockholder first to die. 

The agreement may also provide that any stockholder except the 
offending stockholder (or a majority of the stockholders, if preferred) 
has the right to caU for a revocation of the agreement if the insurance 
of any other stockholder, who is obligated to maintain insurance sub- 
1 o e agreement, is allowed to lapse without value or is withdrawn. 

shoZ P ^ eD i aI [ J°s Ae pr ° Visi0ns f0r revocation termination, there 
hould be included provisions giving each stockholder the right, upon 
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suitable adjustment, to take over the insurance in force upon his own 
life, and any other provisions relating to the shares of stock or insurance 
appropriate to the circumstances. 

The foregoing comprise the principal provisions that should be con¬ 
tained in an insured stock buy-sell agreement entered into by the indi¬ 
vidual stockholders. Again, sample forms and clauses have been left out 
of the text purposely. Their inclusion, if only a few were set out, would 
tend to cramp the discussion; and the inclusion of a number sufficient 
to illustrate all the available variations in arrangements would be im¬ 
practicable. Furthermore, many such forms are accessible in the legal 
form books and in the specialized business insurance and trust services, 
and still others may be obtained by attorneys from the law departments 
of insurance and trust companies. Lawyers will find these forms of as¬ 
sistance in drafting the tailor-made finished document that each situa¬ 
tion requires. 



CHAPTER 13 

The Corporation as Purchaser 


In some cases, close corporation stockholders 
will find that the cross-purchase plan providing for the purchase of a 
deceased stockholder’s shares by the survivors is the best one suited to 
their situation. Many instances will occur, however, when the stock¬ 
holders will desire a plan in which the corporation agrees to purchase 
a deceased’s stock and retire it into the corporate treasury. In one or 
two states, this latter plan may not be available because of restrictions 
against the purchase of its own stock by a corporation, but when the 
transaction is not prohibited, the stockholders are offered a choice be¬ 
tween these two basic plans. Because the corporation purchase plan, 
often called the stock retirement plan, has many distinct characteristics, 
a separate discussion of it has been reserved for this chapter. 

When stock retirement plan is considered useful. Under cer¬ 
tain circumstances, as already noted in Chapter 10, the stock retirement 
plan appears to offer close corporation stockholders the most suitable 
means of preserving ownership of the enterprise for the survivors. For 
example, if there are more than two or three active stockholders this 
plan offers a simpler method of continuing the purchase arrangement in 
operation beyond the first death. Again, if a corporation has an ample 
surplus after paying full salaries and commensurate dividends on its 
stock, it may well be in a better economic position, because of an in¬ 
come tax differential existing in its favor, and in a better financial posi¬ 
tion, to purchase a deceased’s stock. Situations of this latter type were 
frequent during World War II, with high corporate earnings on the 
one hand and salary "freezing” on the other. 

S, hmti° n s such as those described, however, by no means account for 
of the corporation purchase plans adopted. Many are set up in place 
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of an individual purchase plan for no other reason than the stock¬ 
holders’ fallacious rationalizing that if the corporation agrees to pur¬ 
chase the stock and if it pays the premiums on the insurance with which 
to finance the purchase, such premiums do not come out of their 
pockets. 

General characteristics of the usual corporation plan. Under 
the usual stock retirement plan, the corporation becomes a party to the 
agreement along with the stockholders. The agreement stipulates that 
upon the death of a stockholder, his estate will sell, and the corporation 
will buy, his shares of stock in the enterprise. To make as certain as 
possible that the corporation will have surplus funds on hand at the 
death of a stockholder with which to carry out its end of the bargain, the 
corporation agrees to purchase and maintain a specified amount of life 
insurance on each stockholder. 

It is readily apparent that this arrangement differs in many respects 
from the individual purchase plan. The life insurance is bought and 
owned by the corporation. The policies constitute a corporate asset; the 
creditors of the corporation must therefore be considered. The premiums 
are paid by the corporation; hence each stockholder, including in each 
instance the stockholder whose stock will be sold on consummation of 
the plan, contributes indirectly to the purchase price in proportion to 
his stockholdings. 

Characteristics of other stock retirement plans. Unfortunately, 
some diversity of opinion exists among respectable authorities as to 
what a corporation can properly obligate itself to do toward the purchase 
of its own stock and as to the possible tax consequences that may result. 
Assuming a jurisdiction in which a corporation can legally buy its own 
shares, some authorities nevertheless feel that a direct contract by the 
corporation to do so and to carry life insurance for the purpose of 
financing the purchase may run some risk of not being considered for a 
corporate purpose, and that, consequently, the arrangement may en¬ 
counter difficulty from Section 531 of the Internal Revenue Code. This 
section imposes a penalty accumulated earnings tax on the earnings of a 
corporation that, instead of being distributed, are accumulated for die 
purpose of avoiding income tax upon its stockholders. These authorities, 
therefore, believe that the life insurance must be divorced from any 
agreement to purchase stock, and that it must be purchased, owned and 
justified by the corporation as insurance to compensate it for the loss o 
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the services of valuable men. This viewpoint, however, has been refuted 
by certain recent cases, discussed later. Then too, various methods are 
used to implement the purchase of a deceased’s stock. Some recommend 
a definite agreement between the corporation and the stockholders to 
this effect, and others recommend an agreement among the individual 
stockholders committing the survivors, when a death occurs, to vote their 
stock in favor of having the corporation purchase the deceased's stock. 

Obviously, indirect stock purchase arrangements such as these differ 
radically from the individual purchase plan, as well as from the direct 
or formal corporation purchase plan. 


LEGALITY, VALIDITY, AND ENFORCEABILITY 
OF STOCK RETIREMENT PLANS 

Legality. The first inquiry in any case is whether the law of the 
state of incorporation permits a corporation to purchase its own shares 
of stock. In England, the courts have held such a purchase to be illegal, 
unless the particular corporation is expressly authorized to do so. (See 
the leading case in that country, Trevor v. Whitworth, L. R, 12 App. 
Cas. 409.) In the United States, the courts of a few states followed 
the English rule in the absence of an enabling statute. But the nearly 
unanimous court authority in this country today upholds the right of a 
corporation to buy its own stock if the purchase is made in good faith 
and does not impair its capital. 

However, nearly all of the states today have statutes on the subject, 
some of them enacted to grant corporations the right to purchase their 
stock when previous local court decisions had held to the contrary. These 
statutes differ somewhat in each jurisdiction as to their conditions and 
limitations; some of the statutes are very broad and others confine the 
right to purchase within very narrow bounds. The situation, therefore, 
requires reference to the applicable law in each instance. No attempt is 
made here to set out the present status of the law in the various states 

because new statutes are being enacted with considerable frequency. 
Up-to-date digests of the prevailing law, state by state, may be found 

of the vanous periodic supplement loose-leaf business insurance 
services, to which the reader is referred. 

olnltnl ° f eXeCUtor y c °i*ract by corporation to purchase Us 
»”> ’lock. Assuming that the laws of the particular jurisdiction per- 
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mit a corporation to purchase its own stock, if it is done in good faith 
and out of surplus so that the rights of creditors are not endangered, the 
next inquiry in any case is whether the proposed contractual arrange¬ 
ment actually imposes upon the corporation a legally binding obligation 
to buy. The general rule is stated in 5 Thompson, Corporations, s. 4086 
(4080), as follows: "In jurisdictions where corporations have the power 
to purchase their own shares of stock, within the foregoing rules [as to 
good faith, rights of creditors, et cetera], there is nothing to prevent the 
corporation from entering into a valid contract to repurchase shares sold 
by it.” The pertinent inquiry, therefore, is what constitutes "entering into 
a valid contract” on the part of the corporation. 

Probably in most jurisdictions where such purchase is authorized, a 
simple agreement in which at death the stockholders agree for their 
estates to sell, and the corporation agrees to buy, their shares of stock 
at the stipulated price or terms is valid and binding, except only, that 
it could not be enforced against the corporation if at time of performance 
the purchase would impair its capital. In such jurisdictions, the purchase 
agreement may be set up independent of the life insurance, if such an 
arrangement is considered desirable. 

Effective Sept. 1, 1963, New York has been listed among such juris¬ 
dictions. Before a new statute went into effect on that date, however, 
there was some doubt whether a stock retirement agreement which made 
no reference to life insurance was specifically enforceable against the 
corporation. That doubt was caused by Topken, Loring & Schwartz v. 
Schwartz, 249 N.Y. 206, 163 N.E. 735, 66 A.L.R. 1179 (1928). 
Schwartz had bought and paid $15,200 for 152 shares of the corpora¬ 
tion’s stock under an agreement whereby on termination of his employ¬ 
ment the corporation was to repurchase the shares at book value, ex¬ 
clusive of good will. Upon his termination of employment five years 
later, when the stock had no book value, the corporation claimed his 
stock—for free. On his refusal to deliver, the corporation sued in equity 
for specific performance, asking that it be decreed the owner of the 
shares. New York’s highest court held that specific performance would 
not be decreed. The decision was based on the reasoning that the pur¬ 
ported consideration for the contract was the mutual promises of the 
parties, that the Penal Code made it impossible for the corporation to 
buy its stock at any time it failed to have a surplus; therefore, One of 
the promises may or may not be good, the same as if a discretion were 
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left to one of the parties to perform or not to perform. Under such 
circumstances there is no consideration and the contract cannot be en¬ 
forced.” But the opinion went on to state: 

If in the case before us the defendant had been given employ¬ 
ment and the employment had furnished the price or the consid¬ 
eration for his agreement to return the stock at the end of his 
employment, we would then have a contract resting not on a 
mutuality of promises, but upon a consideration given and paid 
in part by the corporation. (Hoover Steel Ball Co. v. Schaefer Ball 
Bearing Co., supra [last paragraph, p. 171]; vol. I, Williston on 
Contracts, sec. 13; Strait v. Northwestern Steel & Iron Works, 148 
Wis. 254.) The contract then would be good unless it appeared 
that the stock would be purchased out of capital. This would be a 
matter of defense. 


Everyone agreed that equity was done by the court in not allowing 
the corporation to get back for nothing the shares for which Schwartz 
had paid the corporation $15,000 only a few years previously. But the 
court’s reasoning received wide criticism, on the ground that a condi¬ 
tional promise is illusory only where the condition is within the arbi¬ 
trary control of the promisor. 

Instead of employing the criticized reasoning, the court might have 
declined to decree specific performance under this rule: "A bill in 


equity for specific performance is an appeal to the conscience of the 

court, and generally, in such a proceeding, the inquiry must be whether, 

in equity and good conscience, the court should specifically enforce the 

contract. ... If plaintiff's case is lacking in equity, relief will be 

denied.” 81 C.J.S. Specific Performance § 3, p. 411. However, the same 

court has refused to follow the Topketi decision in subsequent cases 

involving similar contracts; e. g., Cross v. Beguelin, 252 N.Y. 262, 169 
N.E. 378. 


Even if the Topken case had been followed, however, cases in New 
ork involving insured stock retirement agreements made it clear that 
sue agreements were valid as coming within the exception stated in the 
op en case where the corporation agreed to maintain the insurance 

Annn- NeW Y ° rk Car t et House > lnc ‘ v - He rschmann, 258 

M N YS w !: 17 , N ' Y ' S ' 2d 483 (1940); lonh Sh °t‘ lm - v - R «bf'U, 
647 M V s L M “ rphy "• Ge ° rge Murphy ’ lnc - 1 Misc ' 2d 

> 6N.YS.2d 290; In re Farah’s Estate, 215 N.Y.S.2d 908 (1961). 
^ bfmgS 115 t0 ^ 1> 1963 in New York. Whatever vitality the 
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Topken case had was extinguished on that date, when New York’s new 
Business Corporation Law went into effect. Section 514, relating to 
agreements for the purchase by a corporation of its own shares, pro¬ 
vides as follows: 

(a) An agreement for the purchase by a corporation of its own 
shares shall be enforceable by the shareholder and the corporation 
to the extent such purchase is permitted at the time of purchase by 
section 513 (Purchase or redemption by a corporation of its own 
shares). 

(b) The possibility that a corporation may not be able to pur¬ 
chase its shares under section 513 shall not be a ground for deny¬ 
ing either party specific performance of an agreement for the 
purchase by a corporation of its own shares, if at the time for per¬ 
formance, the corporation can purchase all or part of such shares 
under section 513. 

Section 513(a) reads as follows: 

(a) A corporation, subject to any restrictions contained in its 
certificate of incorporation, may purchase its own shares, or re¬ 
deem its redeemable shares, out of surplus except when currently 
the corporation is insolvent or would thereby be made insolvent. 

Subsection (b) permits redemption out of stated capital for certain 
enumerated purposes. Thus was laid the ghost of a hard case that made 
bad law. 

Enforceability. Assuming a jurisdiction in which a corporation is 
permitted to purchase its own stock and a valid contract running be¬ 
tween the corporation and the stockholders to make such purchase upon 
the death of a stockholder, there remains the question of the enforce¬ 
ability of the contract upon the occurrence of a death. This question has 
been answered for New York by quoting its new statute. This statute, 
patterned after the Model Act, reflects the law generally. It is die law 
of practically all jurisdictions that even though a valid stock retirement 
contract has been set up, it will not be enforced to the prejudice o e 

creditors of the corporation. The best way, therefore, to assure e 

enforceability of such a contract is to make sure that the corporation 
maintains at all times life insurance on each stockholder to the full 
amount of the purchase price for his stock. With a valid contract, an 
with adequate surplus funds at hand with which to make the pur ase, 
in most states either party, if necessary, can have specific per ormance 

decreed. 
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There is a further precaution, however, that the stockholders in most 
states should observe in order to make sure that their agreement will be 
enforced by specific performance, if necessary. Most states now have 
statutes to the effect that there shall be no restrictions upon the transfer 
of shares by virtue of any by-laws or otherwise unless the restrictions 
are stated upon the stock certificates. The lack of such a statement upon 
the stock certificate involved in Larson v. Superior Auto Parts, Inc., 270 
Wise. 613, 72 N.W.2d 316 (1955); 275 Wis. 261, 81 N.W.2d 505 
(1957), nearly defeated the seller's remedy. 

The agreement in that case required the company to purchase at book 
value the shares of any stockholder whose connection with the company 
was severed either by death or otherwise. In the event of a stockholder’s 
death, any proceeds of insurance on his life received by the company 
was to be used as a first payment. A by-law provided that any stock¬ 
holder desiring to dispose of his stock must first offer it to the com¬ 
pany at book value. Although Wisconsin had a statute such as described, 
no restriction was stated on the stock certificates. 

The company insured stockholders Larson and Anderson, but the 
third stockholder was uninsurable. Anderson died, and the company 
collected his insurance. Larson was discharged in 1954, and he im¬ 
mediately demanded that the company purchase his 65 shares for their 
book value of $35,450. On its refusal, Larson brought this action for 
specific performance. Wisconsin’s top court held that although the 
agreement was not binding on Larson as an executory contract, because 
the restriction was not endorsed on his stock certificate, the agreement 
was a continuing offer by the company to purchase which became bind¬ 
ing on it when accepted by Larson’s demand. Accordingly, he was 
granted specific performance. Nevertheless, the company might have 
withdrawn before such acceptance. The lesson from this case is that the 
s certificates should be endorsed whenever stock purchase a®ree- 

ments are entered into, in order to assure that such agreements will be 
specifically enforceable. 


Enforceability as against preferred stockholders. The ordinary 
ose corporation has only common stock outstanding. Occasionally 
ever, a close corporation will also issue nonvoting preferred stock* 

IK** 1 * a “ -P* to- outsiders. The' rightsof^ 

In such ^ 1? r COntraCtUl1 “ d differ from “* Issue to another. 

therefore > ®ust be exercised to make sure that any 
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plan by which the corporation is to purchase the common shares of an 

active stockholder upon his death will not conflict with the preferential 

contract rights of the preferred stockholders. The latter cannot interfere 

with the plan so long as their rights are properly observed. It is readily 

apparent, however, that they can interfere with a purchase of common 

stock at a time when preferred dividends are in arrears; hence, in any case 

in which this is a possibility, a different purchase plan should be 
adopted. 


INSURANCE ARRANGEMENTS 

Under the usual stock retirement plan the corporation will procure, 
pay the premiums on, and be the beneficiary of, the life insurance carried 
to supply the purchase money for a deceased’s stock. During the life 
of the agreement, therefore, the cash values of the policies constitute 
assets of the corporation and are subject to the claims of creditors of the 
corporation. But because "A solvent corporation, of course, holds its 
property as an individual holds his” (In re Fechheimer Fishel Co., 212 
Fed. 357), the matter of corporate creditors becomes important only in 
the event of the corporation’s insolvency. 

Some authorities seem to feel that an arrangement by which the 
insurance policies and the certificates of stock are placed in escrow with 
a third party trustee is improper, so far as the corporation is concerned. 
The author fails to share this view. Granted that the corporation has 
the right to purchase its shares of stock, it is difficult to see any reason 
why it cannot employ a trustee to act as its agent in consummating the 
transaction and to act as custodian for it of the insurance policies mean¬ 
while. Under the trust arrangement, it seems to be an open question 
whether, in the event of the corporation’s insolvency during the executory 
period, the policy cash values are subject to the corporation’s creditors. 
Most states have statutes protecting insurance payable to a third person 
beneficiary, but under this arrangement the trustee beneficiary is to act 
as the corporation’s agent in collecting the proceeds. Furthermore, at 
common law, and by statute in most states, property placed in trust for 
the use of the grantor remains subject to the grantor’s present and future 
creditors. But regardless of how this question might ultimately be 
resolved in any particular jurisdiction, the fact remains that employing 
the services of an impartial trustee, whose only interest in the transac- 
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tion is to perform faithfully its prescribed duties in the premises, has 
many advantages. 

The naming of personal insurance beneficiaries under a corporation 
purchase plan, raises the question whether the premiums paid by the 
corporation might not be considered taxable income to the respective 
insureds. This income tax question came to the fore in two celebrated 
cases: Prunier v. Commissioner, 248 F.2d 818 (1957), and Sanders v. 
Fox, 253 F.2d 855 (1958). 

Prunier v. Commissioner. Two brothers owned almost all of the 
stock of a Massachusetts corporation. They and the corporation set up 
an insured stock retirement plan under which the insurance policies 
did not name the corporation as owner, assignee or beneficiary. Each 
policy indicated that it belonged to the insured and the co-stockholder 
jointly, with the latter as beneficiary. However, a signed agreement 
between them in the corporation’s minute book obliged the stockholders 
to turn any death proceeds over to the corporation, which would use 
the funds to purchase the decedent’s stock. The corporation paid all 
premiums, but did not take a deduction for them. The Tax Court, 
concluding that the corporation was neither equitable owner nor bene¬ 
ficiary of the policies, held the premiums taxable income to the respec¬ 
tive insureds. The Court of Appeals for the First Circuit reversed. It 
found, under applicable state law, that a court of equity would have 
enforced the corporation’s claim to any death proceeds. Thus, the cor¬ 
poration was held the equitable owner and beneficiary of the policies, 
and the corporation-paid premiums were not taxable income to the 
stockholders. Here, confused records and poor coordination between 
plan and policy arrangements invited the tax challenge. 

If the corporation retains the incidents of ownership in the policies, 
including the right to change the beneficiaries, and if the insurance is 
tied in clearly with the agreement to buy and sell, there seems to be 
no sound basis upon which the premiums can properly be taxed to the 
0 ders - In substance, the premiums represent neither compensa- 
nor ividends. This was substantially the arrangement in the second 


mertiZ,V 0 ? l US ““ inV °‘ Ved “ insured stock dement agree- 
DoraH C T l by 1 cor P oratlon “d its four stockholders. The cor- 
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ckholder had the right under the agreement to name his 
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own beneficiary. Upon the death of a stockholder, the corporation agreed 
to deliver the policy to the named beneficiary for collection. Thereupon, 
the corporation would transfer to itself as much of the decedent’s stock 
as the proceeds would purchase at the stated dollar price, the shares 
having been endorsed in blank and delivered to the corporation. The 
insurance proceeds were to be the minim um purchase price. A federal 
district court held the premiums paid by the corporation to be dividends 
constructively received by the stockholders. The Court of Appeals for 
the Tenth Circuit reversed. Since the proceeds must be applied to the 
purchase price of the stock, the result was held to be the same as if the 
corporation had been named beneficiary of the policies and it had 
separately agreed to buy the decedent’s stock at a price equal to the 
insurance proceeds. The court summed up its opinion as follows: 


The immediate present benefits to the stockholder arising from 
the execution of the agreement, such as the assurance of a market 
at a guaranteed minimum return on his stock, the appreciation of 
the value of his stock, and the retention of corporate officers ac¬ 
ceptable to his limited group, are not taxable incidents. What¬ 
ever taxable benefits he may receive from this agreement and 
policy are contingent upon future happenings and incapable of 
present determination. The immediate benefits of this investment 
redound to the corporation. Under such circumstances it is not 
proper to impress premi ums presently being paid with the label of 
constructive dividends. . . . 


The Revenue Service has accepted this decision (Revenue Ruling 
59-184, 1959-1 C.B. 65). Notwithstanding, this arrangement should 
not be used unless each stockholder has made ample provision for sup¬ 
plying his estate with cash from other sources. As was said in 5/7- 
verthorne v. Mayo, 238 N.C. 274, 77 S.E.2d 678 (1954), . . . the 
disposition of property by contract, enforceable at death, does not exempt 
such property from liability for the debts of the decedent any more 
effectually than if the property had been disposed of by will. In con¬ 
trast, the problem of estate creditors is solved automatically under a 
conventional stock retirement agreement. The policy proceeds will be 
collected by the corporation as beneficiary, and it will pay the purchase 
price of the decedent’s stock tP his estate in cash. Any cash not needed 
to discharge estate obligations may form part of the principal of a 
testamentary trust and be administered in whatever manner desired* 
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With such a trust, and with personal insurance payable under the policy 
options, the peculiar advantages of each method of furnishing income 
for dependents are gained. 

Special financial adjustment required at death or retirement 
of a stockholder. Under the corporation purchase plan, the payment 
of the life insurance premiums by the corporation is generally the same 
mathematically as if each stockholder had contributed directly to the 
premiums in proportion to his stockholdings. This is so because pre¬ 
miums for insurance for the purpose of purchasing the corporation’s 
own stock must be paid out of surplus funds that would otherwise be 
shared ultimately by the stockholders on the basis of the number of 
shares owned by each. It is obvious that a stock retirement plan will not 
function equitably unless the purchase price paid for a deceased stock¬ 
holder s shares takes into consideration the life insurance owned by the 
corporation to the extent of his proportionate number of the total shares 
outstanding. Partial equity is achieved if the purchase price takes into 
consideration his proportionate share of the value of all policies im¬ 
mediately before a death occurs. Substantially complete equity is achieved 

if his proportionate share of the insurance on his own life is also taken 
into consideration. 


The agreement, of course, should contain provisions giving the cor¬ 
poration a limited option to buy the stock of any stockholder who desires 
to sell during his lifetime. The same plan of adjustment as outlined 
above can be used in setting the final purchase price for his stock. Fol- 

* ™ g “ adjUStment ’ a retiri °S stockholder can be permitted to 

mSU T e m f ° rCe ° D his own life at * then cash value, or 
the adjustment and purchase can be handled on a net basis. 


SPECIAL TAX CONSIDERATIONS INVOLVED 
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stances, however, the details of which are beyond the scope of this text, 
the burden of proof will be on the Government. This penalty tax is the 
lenient successor to the former Section 102 surtax authorized under the 
1939 Revenue Code. 

Where the accumulated earnings tax is assessed, it falls only upon 
the earnings that have been accumulated beyond the reasonable needs 
of the corporation. In this respect, reasonable needs include reasonably 
anticipated needs. In order to tax unreasonably accumulated earnings 
only, a credit is allowed consisting of that part of the earnings and 
profits of the corporation which is retained for its reasonable needs. The 
minimum credit is not less than the amount by which $100,000 exceeds 
the accumulated earnings and profits at the close of the preceding tax¬ 
able year after deducting any dividends paid within two and one-half 
months thereafter. 

The earnings of a corporation used to pay premiums for insurance on 
the lives of stockholders under a stock retirement agreement represent 
undistributed earnings and profits. This raises the question as to whether 
the financing of a stock retirement plan fulfills a reasonable need of a 
corporation. There are no cases or rulings bearing directly on this ques¬ 
tion, dealing with this particular tax. However, an important case deal¬ 
ing with a former excess profits tax held that premiums paid to finance 
a stock retirement agreement implemented a proper corporate purpose in 
that the plan provided for continuity of harmonious management. That 
case was The Emeloid Co., Inc. v. Commissioner, 189 Fed. 2d 230, 
(1951). 

In the Emeloid case, the corporation in 1942 purchased $100,000 of 
single premium insurance on the life of each of its two equal stock¬ 
holders. Most of the premiums were borrowed from a bank, presumably 
because at that time the law permitted the deduction of interest paid 
cn money borrowed for such a purpose. In 1946, a trusteed stock retire¬ 
ment agreement was set up, financed by the $200,000 of single premium 
insurance and $200,000 of new annual premium insurance on the stock¬ 
holders. In the meantime, the corporation in its excess profits tax return 
for 1944 had taken a borrowed-capital credit based on the loan. This 
credit was disallowed by the Tax Court, on the ground that the loan 
merely served the purposes of the individual stockholders. On appeal, 
the United States Court of Appeals for the Third Circuit reversed and 
held that the corporation was entitled to the credit as being based upon 
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a loan which served a proper corporate purpose. The court held that 
whether the insurance be viewed as key-man insurance—as was con¬ 
cluded on the facts—or as stock retirement insurance, the policies im¬ 
plemented a proper corporate objective. Referring the corporate func¬ 
tion of key-man insurance, the opinion stated: 

What corporate purpose could be considered more essential 
than key man insurance? The business that insures its buildings 
and machinery and automobiles from every possible hazard can 
hardly be expected to exercise less care in protecting itself against 
the loss of two of its most vital assets—managerial skill and ex¬ 
perience. 

The opinion went on to justify the corporate purpose of stock retire¬ 
ment insurance, both from the standpoint of its direct and immediate 
functioning as such, and its indirect and ultimate functioning as key- 
man insurance. As to the latter, the opinion stated: 

Petitioner, in the situation provided for by the trust agreement, 
would also indirectly have the benefit of key man insurance. There 
would be no obligation on the corporation to retire the shares of 
stock purchased from the estate of the decedent. Borg v. Inter¬ 
national Silver Co., 11 Fed. 2d 143 (D. C. N. Y., 1926). More¬ 
over, retirement of shares which results in a reduction of the 
capital of a corporation can be effected only by conformance with 
the statutory procedure. See N.J. S.A. 14:11-5. The shares pur¬ 
chased by petitioner would become treasury shares and could be 
resold in the same manner as other corporate assets. Borg v. Inter¬ 
national Silver Co., supra. The trust agreement provides petitioner 
with a method of subjecting all potential purchasers to a screening 
test, thus permitting the corporation to choose its new sharehold¬ 
ers in a highly selective manner. Funds derived from the resale 
would then be available to the petitioner and provide it with 
needed working capital. 

What the opinion had to say of the insurance as stock retirement 
insurance was this: 

We need not, however, rest this decision on the state of the 
record in the absence of the trust agreement, as it is not in the 
least inconsistent with the purpose originally underlying the pur¬ 
chase of the insurance. The trust was designed to implement that 
original purpose, and, at the same time, add a further business ob¬ 
jective, viz., to provide for continuity of harmonious management. 
Harmony is the essential catalyst for achieving good management; 
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and good management is the sine qua non of long-term business 
success. Petitioner, deeming its management sound and harmoni¬ 
ous, conceived of the trust to insure its continuation. Petitioner 
apparently anticipated that, should one of its key stockholder- 
officers die, those beneficially interested in his estate might enter 
into active participation in corporate affairs and possibly introduce 
an element of friction. Or his estate, not being bound by contract 
to sell the stock to petitioner, might sell it to adverse interests. 

The fragile bark of a small business can be wrecked on just such 
uncharted shoals. 

Although the Emeloid case was concerned with the excess profits tax, 
it must be conceded from its reasoning that the payment of premiums 
by a corporation for a proper type and amount of life insurance for the 
purpose of implementing a plan "to provide for continuity of harmo¬ 
nious management" does not result in an accumulation of the earnings 
and profits of the corporation beyond the reasonable needs of the busi¬ 
ness and is not a plan designed for the purpose of preventing the im¬ 
position of income tax upon its shareholders through the medium of 
permitting earnings or profits to accumulate instead of being paid out 
in dividends. Thus, even though this tax may be assessed against other 
funds of a corporation that have been unreasonably accumulated, the 
tax should not reach the funds that have been used to pay premiums 
for stock retirement insurance. 

This conclusion is strengthened by another case, Mountain State Steel 
Foundries v. Commissioner, 284 F.2d 737 (I960). The corporation in¬ 
volved succeeded an equal partnership. When partner Ben Miller died, 
his one-half interest passed to his widow and two daughters, and when 
the business was incorporated shortly thereafter they received one-half 
the stock. Being inactive stockholders of a corporation with fluctuating 
profits and uncertain dividends, the Millers demanded that the business 
be sold or liquidated. Following unsuccessful efforts to find a suitable 
purchaser, the corporation agreed to redeem the stock of the Millers 
with payments over a number of years. The corporation continued to 
meet its payments, but the Commissioner assessed 1939 Code section 
102 penalty tax (predecessor to the present tax). His theory was that, 
since the active stockholders might have bought the stock and declared 
additional dividends with which to pay for it, the corporate redemption 
was entered into for the purpose of avoiding personal taxes by corporate 
accumulation. The Tax Court agreed, on the ground that the redemption 
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served no corporate business purpose. The Court of Appeals for the 
Fourth Circuit reversed, stating in part: 

We disagree with the premise of the Tax Court that these dis¬ 
bursements served no corporate purpose. 

The problems which confronted the widow and daughters of 
Ben Miller and the Strattons [the active stockholders] is one that 
frequently arises upon the death of one co-venturer in a relatively 
small business enterprise. Many of those enterprises are worth 
substantially more to those who are able and anxious to manage 
them, deriving livelihoods from salaries, than to passive investors 
who must look only to prospective dividends for a return upon 
their investment. The Miller stock clearly was worth much less as 
a continuing investment to Mrs. Miller than it would have been 
worth to Ben Miller had he survived and remained active in the 
management of the business. It was natural that she should de¬ 
mand that the business be sold or liquidated, and it would have 
been essentially unfair to have left her and her daughters in¬ 
definitely in a position in which they could expect relatively small 
and uncertain income from what everyone regarded, with reason, 
as a valuable property. 

This sort of situation leads to demands for dividends out of 
consideration of the stockholders' personal financial need, perhaps 
without appropriate regard for the need of the corporation to 
make capital expenditures in order to maintain a competitive posi¬ 
tion. On the other hand, those stockholders active in the manage¬ 
ment of the business deriving salaries from it may be able to 
afford indulgence of an ambition to enlarge future earnings 
through still larger current capital expenditures, an indulgence 
which other stockholders may ill afford. 

When the stockholders have such conflicting interests, the cor¬ 
poration and its future are necessarily affected. When the situation 
results in demands that the business be sold or liquidated, as it 
did here, the impact of the conflict upon the corporation is direct 
and immediate. That it is of concern to employees is illustrated by 
the brief amicus curiae of the United Steelworkers, the bargain¬ 
ing agent of the taxpayer’s employees, filed in support of the tax¬ 
payer's position. The resolution of such a conflict, so that the need 

of the corporation may govern managerial decision, is plainly a 
corporate purpose. 

Many businessmen now anticipate such problems and provide 
solutions through agreements, and implementing devices, to take 
out the (state of a co-venturer, who dies, on a basis designed to be 
fair to die estate, to the enterprise and to the surviving co-ventur¬ 
ers. It has been held that corporate disbursements to pay insur- 
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ance premiums to provide a fund with which to purchase stock 
from the estate of the person whose life is insured do serve a cor¬ 
porate, business purpose. [A footnote cited the Emeloid, Prunier 
and Sanders cases.] If disbursements to create a fund with which 
to purchase stock serve a corporate purpose, surely the disburse¬ 
ment of the created fund in purchasing the stock serves the same 
purpose. 

Thus, in the light of the Emeloid and Mountain State Steel cases, an 
insured stock retirement should not attract the accumulated earnings 
tax. 

Distributions in Redemption of Stock. The functioning of a 
regular stock retirement agreement results in the purchase of all the 
shares of stock of a deceased stockholder. As a result, the funds received 
from the corporation in payment of the stock should be treated as 
purchase price paid and not as a distribution of a taxable dividend. The 
funds will be so treated under the provisions of Sections 302(b)(1) and 
331 of the Code, "if the redemption is not essentially equivalent to a 
dividend.” As this is a general provision which depends upon the facts 
of each case, it cannot be relied on. Section 302(b)(3) usually can be 
relied on, however, as it provides that a distribution by a corporation 
in complete redemption of all the stock owned by a shareholder will 
be considered as the purchase price paid for his stock. Nevertheless, ex¬ 
ceptions occur in the case of certain family corporations, because under 
some circumstances the rules of constructive ownership of stock attribute 
the ownership of stock to the deceased’s estate where it is owned by 
certain other individuals or organizations. 

The basic rule of constructive ownership applicable here is that an estate 
is considered as owning the stock that is owned directly or indirecdy by 
or for a beneficiary of the estate. Therefore, a redemption of all the 
shares actually owned by a deceased stockholder’s estate is not protected 
by Section 302(b)(3) if the estate is considered as constructively owning 
any shares in the corporation. 

Thus, if a father and son each owned one-half of the outstanding 
shares of stock of a corporation, then upon the father’s death his estate 
is considered as owning all the shares if the son is a beneficiary of the 
estate. Under such circumstances, the redemption of the father’s previ¬ 
ously owned shares would not come within the protection of Section 

302(b)(3). 
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The regulations deem a person an estate beneficiary only if he inherits 
a present interest in probate property (Reg. § 1.318-3(a)). They also 
state that a person is no longer considered an estate beneficiary after he 
has received all the property to which he is entitled and there is only a 
remote possibility that he will be required to return property or make 
a contribution to the estate to satisfy its claims and expenses. A residuary 
beneficiary, however, remains an estate beneficiary until it is finally 
closed. 

Other stock attribution rules must be considered along with the estate 
attribution rule when stock is retired from an estate, because there can 
be a chain of stock attribution except that stock is not attributed twice 
under the family attribution rule. Under that rule, a stockholder will 
be treated as owning the stock owned directly or indirectly by his 
spouse, children, grandchildren and parents. The other rules attribute 
stock to or from a partnership, corporation or trust under circumstances 
beyond the scope of this text. Nevertheless, the illustration of chain 
attribution that was the subject of Revenue Ruling 59-233, 1959-2 C.B. 
106, should serve as a warning to check each situation with great care. 
There, a testamentary trust for the decedent’s children owned the stock 
to be redeemed, and the decedent’s husband owned the remaining stock. 
The father’s stock was attributed to the children under the family attri- 
ution rule, and then to the trust under the rule that stock owned di¬ 
rectly or indirectly by a trust beneficiary is attributed to the trust. Thus, 
it was ruled that the redemption of the stock actually owned by the 

3. not be con sidered a complete redemption under Section 
302(b)(3). 


This ruling would have been the same had the redemption been 
from the wife s estate, provided the children were estate beneficiaries 

wn m lT*' had thC busband been an estate beneficiary, his stock 
would ha ve been attributed directly to the estate. Hence the ruling if 
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common stock must be less than 80 per cent of the ratio that it owned be¬ 
fore redemption. An estate redemption will function safely also if the 
link of attribution from the beneficiary to the estate is broken before 
the redemption takes place. But in most instances where the corpora¬ 
tion’s stock is spread among various members of the family, the only 
safe plan is an individual cross-purchase agreement, or a partial redemp¬ 
tion to the extent protected from dividend treatment by Section 303. 

Note that the estate attribution rule may apply even though the stock¬ 
holders are unrelated. For example, a decedent’s estate owns 50 shares 
of stock of a corporation. The decedent bequeathed his golf clubs to an 
unrelated co-stockholder who owns 20 shares. The estate will be con¬ 
sidered to own 70 shares, and the redemption of the decedent’s 50 
shares under a stock retirement agreement will not be protected by Sec¬ 
tion 302(b)(3). There is much more likelihood, however, that a re¬ 
demption will be considered as not essentially equivalent to a taxable 
dividend, and thus protected under Section 302(b)(1), where the stock¬ 
holders are unrelated. 

The possible application of the rules of constructive ownership 
should not be overlooked in any stock retirement plan. 

The above examples show that the provision covering redemption 
of all of the shares of a deceased stockholder may not furnish protection 
to a stock retirement agreement of a family corporation, under certain 
circumstances. This provision, nevertheless, protects the stock retire¬ 
ment agreements of most other corporations by eliminating the danger 
that the purchase price for a deceased stockholder’s shares will be 
treated as a dividend to the recipient. 

Effect of Stock Redemption on Corporate Earnings and Profits. 
Although the redemption of the shares of a deceased stockholder is not 
usually treated as a dividend distribution, it has the effect of increasing 
the earnings and profits of the corporation. Under the provisions of 
Section 101(a) of the Code, the death proceeds of the stock retirement 
insurance are excluded from the corporation’s gross income. Neverthe¬ 
less, the excess of such proceeds over the aggregate sums of the pre¬ 
miums paid will constitute earnings and profits available for later dis¬ 
tribution (Rev. Rul. 54-230, 1954-1 C.B. 114; and see /. Paul McDaniel, 
25 T.C. 276). Under Section 316, distributions out of earnings and 
profits are taxable dividends; but Section 312(e) provides that a dis¬ 
tribution treated under Section 302 as the purchase price paid for stock 
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is not to be treated as a distribution of earnings and profits to the extent 
properly chargeable to capital account. Therefore, this payment would 
only partially offset the increase in earnings and profits created upon 
receipt of the death proceeds of the insurance by the corporation. This 
result may be important to the surviving stockholders, for it may make 
a subsequent distribution to them taxable as a dividend that otherwise 
would not be taxable since not made from earnings and profits. 

Establishing value of stock for Federal estate tax. As is more 
fully discussed in a later chapter, it has been held in a long line of de¬ 
cisions that if the purchase price of a deceased shareholder’s stock fairly 
represented its value at the time agreed upon, and if prior to his death 
he has been prohibited from disposing of his shares during the period 
from the execution of the purchase and sale contract until his death 
without first offering them to the corporation or to the other stock¬ 
holders at the contract price, that price will control for estate tax pur¬ 
poses. This rule should hold whether the purchase and sale agreement 
runs between the stockholders themselves or between the corporation 
an the stockholders, with one possible exception as to the corporation 
purchase plan. If one of the stockholders owns a majority of the shares 
it may be argued that under the corporation plan this dominant stock- 
holder sufficient power to force its amendment or abandon¬ 

ment at any time and that he is not in reality bound by such a contract- 
rens^uently the purchase price cannot be held to represent the estate 
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quently sell any of their stock, therefore, presumably this enhancement 
in book value would be reflected in the sale price, in which event an 
additional and sizable capital-gains tax would be incurred. 

Assume, for example, a corporation with $60,000 of capital stock 
consisting of 600 shares of $100 par value each, contributed equally by 
three stockholders. If the corporation has $30,000 of surplus, each share 
will have a book value of $150 as compared with the income tax basis 
of $100 per share. Assume further, that upon the death of a stockholder 
the corporation collects $30,000 of life insurance proceeds and pays out 
the same amount of money to acquire the deceased’s one-third stock in¬ 
terest. The capital stock account of the corporation will now show 
$60,000 issued stock, less $20,000 treasury stock, leaving an amount 
outstanding of $40,000. The surplus account will show $30,000, plus 
$30,000 life insurance proceeds and less $10,000 premium over par paid 
for the deceased’s shares, or a net amount of surplus of $50,000. The 
total book value of the 400 shares of stock held by the survivors, there¬ 
fore, will be $90,000 and the value per share will be $225, as com¬ 
pared with the unchanged income tax basis of $100 per share. 

Had these stockholders arranged an individual purchase plan, the 
book value of $150 per share would have remained unchanged; and 
each surviving stockholder would have owned 300 shares, the original 
200 of which would have had an income tax basis of $100; and the 100 
shares acquired from the deceased stockholder would have had a basis 
of $150. 

To return to our discussion of the assumed corporation plan, the cor¬ 
poration, of course, can sell the treasury stock. If it sold the shares to a 
new stockholder at $150 per share, it would have no gain or loss on 
the transaction [I.R.C., Section 1032(a)]. The capital account would then 
be restored to $60,000 of outstanding stock and the surplus account 
would stand at $60,000, making the book value $200 per share. The 
corporation has increased its surplus by $10,000, but there appears to 
be no normal way this increased amount can reach the stockholders ex¬ 
cept through the channel of taxable dividends. 

The corporation, instead of selling the treasury stock, can transfer it 
to the surviving stockholders by declaring a stock dividend. Because of 
a special exception made in I. R. C., Section 305 for constitutional 
reasons, such a stock dividend no doubt is non-taxable, but by the provi¬ 
sions of I. R. C,Section 307, the basis of the old stock held must be 
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allocated between the old and the new stock received. The basis of the 
old stock of $40,000 would therefore be allocated between the 400 
original shares held by the survivors and the 200 shares comprising the 
stock dividend, with a resulting basis per share of only $66.67. This 
procedure again restores the capital stock account to $60,000 of out¬ 
standing stock; and with the surplus account remaining at $50,000, 
the book value per share becomes $183.33. The declaration of a stock 
dividend, therefore, will not solve the problem of the spread between 
the income tax basis of the survivors’ shares and their value. 


Note: In the foregoing illustrations showing the effect of the purchase and 
sale of treasury stock on the balance sheet, the accounting method that seems 
to be in most general use has been followed, namely, the deduction of the 
par value of the treasury shares from the stated capital and the deduction from 
surplus of that portion of the purchase price paid in excess of par, with a 
reversal of the entries upon sale. From a legal standpoint, treasury shares 
should be shown on the balance sheet simply as a deduction from the number 
of shares issued and outstanding, without deduction from the stated capital, 
and the surplus should be reduced by the purchase price paid. On subsequent 
sale, the money received should be credited to surplus. For our purposes here, 
however, it is immaterial which of these two accounting methods is used, for 
both arrive at the same book value of the remaining outstanding shares. 


It is apparent that the corporation stock retirement plan puts the sur¬ 
viving stockholders in an unavoidable position to incur considerable 
additional capital gains tax liability upon a subsequent sale of their 
shares, as contrasted with the plan of individual purchase. The im¬ 
portance of this disadvantage depends, in each particular case, upon 
the entire picture. The purchase of the deceased’s stock by the corpora¬ 
tion normally will transfer corporate surplus to the deceased’s heirs tax 
free since the basis of the stock in their hands will be its value at death, 
w i is the price to be received. The survivors may not sell their shares 
uring their lifetimes, thereby avoiding any capital gains tax. But even 
it a sale is made, the maximum effective rate of tax will be compara¬ 
tively low, assuming that the shares will be held for a period sufficient 
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states a choice between these plans is offered the stockholders. In most 
instances in which there are three or more stockholders, circumstances 
are such that the advantages of the corporation plan will be found to 

outweigh any inherent disadvantages that cannot be overcome in setting 
up the arrangement. 


COMBINATION PURCHASE PLANS 

On rare occasions a combination of the two plans may be found best 
to serve the purposes of the stockholders. One of these occasions might 
exist, for example, if all the circumstances pointed to the advisability 
of a corporation purchase plan except that the surviving stockholders 
desire a different ratio of stockholdings between themselves after a 
death occurs. An individual purchase plan for some of the stock can be 
set up to ensure the proportionate holdings desired, with the remainder 
of the stock made subject to a corporation purchase arrangement. An¬ 
other occasion for the use of a combined plan may arise if there are two 
stockholders, one of whom owns only a small minority interest and 
whose income is not sufficient to purchase all of the majority stock. An 
individual purchase plan could be set up to the extent that the minority 
stockholder could finance it, with the balance of stock to be purchased 
by the corporation. Combination plans, however, call for carefully 
worked out adjustments to be made upon death and the arranging of 
them necessitates double the ordinary amount of ‘machinery.” Their 
use should be restricted to those situations in which no other solution is 
satisfactory and, in view of the provisions in Section 302 of the In¬ 
ternal Revenue Code, the individual purchase should function ahead 
of the corporate purchase. 

PLANS OF SUBCHAPTER S CORPORATIONS 

Several thousand small business corporations have elected taxation 
under Subchapter S, comprising sections 1371 through 1377 of the 
Internal Revenue Code. As a result of such election, a corporation avoids 
the corporation income tax and is not exposed to the accumulated earn¬ 
ings tax. Instead, the tax on corporate earnings falls on its shareholders. 
Among the qualifications for this election are the requirements that the 



THE CORPORATION AS PURCHASER 


415 


corporation have only one class of stock, and have ten or fewer stock¬ 
holders, all of whom must be individuals or estates. 

Each stockholder of a Subchapter S corporation includes in his in¬ 
come his share of the corporation’s current taxable income, whether or 
not distributed to him. He reports actual dividends when he receives 
them. He is deemed to receive his portion of undistributed taxable 
income on the last day of the corporation’s taxable year; only share¬ 
holders of record on that day realize such income. The basis of his 
stock is increased by any undistributed earnings of the corporation taxed 
to him, and is reduced upon distribution of such earnings to him. Since 
he is taxed currently on his share of undistributed taxable income, he 
is not taxed on its subsequent distribution to him. His right to receive 
such later distribution tax-free, however, is entirely personal to him; in 

the event he dies or sells his stock, the exemption is lost and does not 
pass to his successor. 


The corporation’s election under Subchapter S continues until it is 
terminated. Among the events that will terminate it are a new share¬ 
holder who does not consent within 30 days to the election, acquisition 
of stock by more than ten stockholders, or acquisition of stock by a 
shareholder who is not an individual or an estate. Termination from 

one of these events is retroactive to the beginning of the corporation’s 
taxable year. 


The foregoing sketches merely some of the more important high¬ 
lights of taxation under Subchapter S, but it should be sufficient to 
demonstrate that an electing corporation has a special need for a stock 

eWT C a ^ ement Wlthout such an agreement, the corporation’s 
election will terminate abruptly if a deceased stockholder leaves many 
heirs or bequeaths his stock in trust. 
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Under a stock retirement agreement, each stockholder’s share of the 
nondeductible premiums increases the basis of his stock. Under a cross¬ 
purchase agreement, the premiums paid by the stockholders have no 
effect on the basis of their stock, but the proceeds of insurance they re¬ 
ceive and pay out for a decedent’s stock become the basis of the shares 
purchased. 

The consummation of an insured stock retirement agreement usually 
increases the corporation’s earnings and profits in some degree, as dis¬ 
cussed earlier, although the insurance proceeds are received tax-free by 
the corporation. This increase does not occur under a cross-purchase 
plan. This and other differences in results follow the pattern of differ¬ 
ences pointed out previously in discussing the factors to be considered 
in choosing between the two types of agreements. Thus, all of those 
factors should be considered by the stockholders of a Subchapter S cor¬ 
poration. 

There are some special factors unrelated to the choice of plan that 
such stockholders should consider in relation to a stock purchase agree¬ 
ment. As we have noted, the shareholders of record on the last day of 
the corporation’s taxable year are taxed ratably on its undistributed 
taxable income for the year. Therefore, to prevent the tax on this in¬ 
come from falling entirely on the survivors, they should provide either 
for distribution of such income before the decedent’s shares are pur¬ 
chased from his estate, or provide that the purchase be made on the 
first day of the taxable year following the decedent’s death. Also, since 
the tax exemption of undistributed income previously taxed to the 
decedent will be lost on his death, it behooves all Subchapter S corpora¬ 
tions to have as little of such income on hand as conveniently possible. 



CHAPTER 14 

Unusual Stockholder 
Situations Discussed 


The discussion of the insured stock purchase and 
sale plan is predicated largely upon the circumstances existing in the 
typical close corporation: namely, two or more active stockholders 
whose stockholdings are not greatly disproportionate, all of whom are 
insurable and are willing to have their shares sold to the survivors upon 
death. It is apparent, however, that these typical circumstances do not 
always prevail and that unusual circumstances require appropriate modi¬ 
fications to be made in the standard buy-sell arrangement. One of these 
unusual situations—that of the sole stockholder—has already been 
analyzed in Chapters 7 and 8. Others are discussed here. 

STOCKHOLDERS WITH GREATLY 
DISPROPORTIONATE STOCKHOLDINGS 

Many close corporations are owned by two stockholders, each holding 
the same number of shares. For these stockholders, the standard cross¬ 
purchase procedure of each contributing to the premiums to purchase 
insurance on the life of the other appears to be the most satisfactory 
arrangement. The same holds true if the respective interests, although 
not equal, are not greatly disproportionate. There remain, however, a 
considerable number of such corporations in which one man, usually 
older than the other, owns a large majority interest. In many of these 
cases it is still possible for the stockholders to follow the standard 
procedure of criss-cross premiums; but occasionally the financial cir¬ 
cumstances of the smaller stockholder make this method of premium 
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payment out of the question. However, several other methods are 
available to them for working out the premium problem. 

One plan is for the smaller stockholder to pay as great a portion of 
the premiums for the insurance on the life of the majority stockholder 
as his finances permit, with the majority stockholder contributing the 
balance as a loan to the other. These loans are recorded on a special 
schedule attached to the agreement, and the agreement should provide 
for their repayment out of the first insurance moneys collected upon the 
death of the majority stockholder (or suitable credit allowed him in 
case the other stockholder predeceases him). If, in the case of the prior 
death of the majority stockholder, this loan procedure leaves the re¬ 
mainder of the insurance proceeds insufficient to pay the full purchase 
price, the deficiency will be absorbed by the regular note arrangement 
set up to cover any balance. Should aggregate loans of this nature grow 
to substantial proportions over a period of years, they may be hedged 
with additional insurance. As the junior stockholder advances, how¬ 
ever, often the total of such obligations may at least be kept at an 
insignificant figure, if not discharged entirely during the life of the 
agreement. 

Another plan requires that the minority stockholder purchase such 
insurance on the life of the majority stockholder as he is able to finance, 
the insurance proceeds to constitute a down payment, with the remainder 
of the purchase price covered by instalment notes. 

If the corporation involved can be depended upon to pay steady 
and substantial dividends on its stock, the following plan might be 
adopted: (1) The majority stockholder makes a present sale of enough 
shares of his stock to the minority holder so that the dividends will 
cover his life insurance premiums under the plan; (2) the minority 
stockholder pays for the shares so purchased by giving the majority 
stockholder his open, interest-bearing notes, callable upon default in 
payment of insurance premiums or of note interest; (3) the minority 
stockholder enters into the regular insured cross-purchase contract cover¬ 
ing the remainder of the majority stockholder’s shares, with the amount 
of insurance sufficient to cover the outstanding notes as well. 

In the event that none of the foregoing adjustments are feasible, the 
most suitable plan for the two-stockholder corporation with dispro¬ 
portionate holdings is a stock retirement plan. 

Corporations owned by three or more stockholders will usually prefer 
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to set up a stock retirement agreement, whether or not their stockhold¬ 
ings are disproportionate. Their preference for such a plan stems largely 
from the fact that the agreement can function beyond the first death 
without disturbing the insurance on the lives of the surviving stock¬ 
holders. Should such stockholders set up a cross-purchase agreement, 
with cross ownership of the insurance policies, they would have to 
change over to a stock retirement plan after the first death if they were 
to continue utilization of the policies on the lives of the survivors that 
had been owned by the decedent. This results from the fact that a trans¬ 
fer for value of policies to the corporation by its stockholders comes 
within an exception to the rule that calls for income tax on the death 
proceeds of a policy transferred for value. As this is written, there is 
no such exception in the case of a transfer to a co-stockholder, but a 
future amendment to the Internal Revenue Code may be made to pro¬ 
tect cross-purchase insurance. 

As noted in the previous chapter, a stock retirement plan involving 
stockholders with disproportionate interests will work out equitably if 
the insurance values owned by the corporation are taken into considera¬ 
tion in valuing the shares of a deceased stockholder. 


THE UNINSURABLE STOCKHOLDER 

As already noted in the book on Partnerships, approximately one 
person in every twenty who applies for life insurance is uninsurable. It 
is to be expected, therefore, that sometimes stockholders who wish to 
arrange an insured stock buy-sell plan will find one of their number un- 
able to obtain a policy. This fact should not deter them from going 
ahead. In view of the undesirable situation that will in all probability 
eve op on the death of a stockholder in the absence of a plan, an agree- 
ment wouid be worth while even if all the shareholders were uninsur¬ 
able. There is no doubt but that the life insurance method of financing 

t0 1116 mterest 0f evel y stockholder is the ideal method. But 
when this cannot be done universally, life insurance should be used for 

themsurablestockholders and the ordinary sinking fund method should 

uninsuraMeSoTder W “ ** **“ shares ° f 

It providTthat r f °h S '- UrCh ^ agfeement needs onl y sUght modification, 
provides that the msurable stockholder will deposit annually into a 
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segregated reserve fund an amount at least equal to the premiums that, 
had the uninsurable stockholder been insurable, would have been paid 
for insurance on his life. If the trust plan is used, these annual deposits 
may be made to the trustee and the reserve fund built up under the 
terms of the trust, which affords ideal segregation. If the trust plan is 
not used, the fund may be placed in a special bank account or invested 
in government bonds; or, under certain circumstances, it may be placed 
in discounted premiums paid in advance on the policies of those in¬ 
sured, provision being made for the reversion of the fund to the con¬ 
tributors upon the insured's death or upon the death of the uninsurable 
stockholder. 

Since the reserve fund, unlike the life insurance fund, is not auto¬ 
matically self-completing for the full amount upon the death of the 
insured, and since the time of death of the uninsurable stockholder can¬ 
not be predicted, the agreement must allow the instalment payments 
covering the remainder of the purchase price to be spread over a period 
of time sufficient to avoid financial embarrassment to the surviving stock¬ 
holders in case of an early death. This requirement would be taken care 
of automatically, however, if the agreement provided that any instal¬ 
ments payable are to be of a specified amount and are to be paid at 
specified intervals. By this provision, a larger balance would merely 
require a greater number of payments rather than an increase in the 
amount of each payment. 

Where a stock retirement agreement is used, the corporation may 
build up a reserve fund, directly or through a trustee, for the purpose 
of acquiring the shares of an uninsurable stockholder. The corporation 
also may find it desirable to own extra key-man insurance on the lives of 
the insurable stockholders, so that the reserve fund may be enhanced 
upon the prior death of such a stockholder. In some instances, the un¬ 
insurable stockholder will have a surplus of personal insurance, in which 
event, he may sell some of such insurance to the corporation for pur¬ 
poses of the stock retirement agreement. Such a transfer comes within 
an exception to the transfer-for-value rule of income taxation of death 
proceeds. 

In the case of an uninsurable stockholder, provisions in the agree¬ 
ment for securing any unpaid balance of the purchase price with suit¬ 
able collateral assume greater than ordinary importance and should be 
carefully drafted. 
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STOCKHOLDERS WITH SONS INTERESTED 

IN THE BUSINESS 

Here and there are found dose corporations in which one of the stock¬ 
holders has a son presently or prospectively employed in the business, 
to whom the father plans to leave his stockholdings. In such a case, a 
unilateral buy-out arrangement is necessary, that is, an arrangement in 
which only the stock of the other stockholder or stockholders is the 
subject matter of the agreement. If the son is already of age and active 
in the enterprise, he should be made a party to the agreement. The 
nature of the son’s obligations under the agreement, however, depends 
upon the circumstances of each case. Perhaps it would be an agreement 
on his part to assume his father’s obligation to purchase, should his 
father die first. Perhaps the circumstances would make it possible and 
advisable for the son to become a direct rather than a contingent pur¬ 
chaser of some or all of the other stockholder’s shares upon the latter’s 
death. If, on the other hand, the son is a minor, he would be brought 
into the agreement by suitable modification of it at a future date. 

Family corporations. Section 303. These are corporations in which 
all or practically all of the shares are owned by one family—usually the 
father. If most of the father’s assets consist of stock in the family cor¬ 
poration, he finds himself confronted with two special problems: the 
problem of providing cash in his estate with which to pay death taxes 
and estate settlement costs, and the problem of providing equitably for 

the other members of his family while leaving his stock to one or more 
sons. 

The problem of furnishing cash in the estate to pay death taxes, 
funeral and administration expenses may be solved at the time of death 
of the principal stockholder by the sale to the corporation of a sufficient 
number of shares to accomplish this. Even where the father owns all of 
the shares, such a stock redemption may be made without danger that 
the cash received from the corporation will be considered a taxable 
dividend, if the transaction comes within the provisions of Section 303 
o the Internal Revenue Code. One of the provisions of that section is 
that the decedent’s stock in the corporation must comprise either more 
han thirty-five per cent of his gross estate or more than fifty per cent of 
his taxable estate. Where the decedent owned more than seventy-five 
per cent of the stock of two or more corporations, they may be treated 
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as one corporation in meeting the above percentage requirements. An¬ 
other provision of the section is that the distribution in redemption of 
stock under this section is limited to the aggregate amount of death 
taxes imposed because of the stockholder’s death, plus the amount of 
funeral and administration expenses allowable as Federal estate tax de¬ 
ductions. Other provisions of the section limit the time after death dur¬ 
ing which the sale and redemption of the stock must be made. The de¬ 
tails of this section should be consulted, as they have been subject to 
amendment from time to time. 

If selling a part of the stock to the corporation under the protection 
of Section 303 appears desirable, the corporation should own insurance 
on the principal stockholder’s life payable to itself in the amount, at 
least, of the estimated death taxes, funeral and administration expenses 
his estate will be called on to pay. In some instances, the stockholder 
should also enter into a special stock retirement agreement with the 
corporation, obligating it to purchase the stock to the extent protected 
under the section. 

The problem of dividing the father’s estate equitably among the 
members of his family, while leaving his stock to his son, is partially 
solved by the sale of some of the shares to the corporation under Sec¬ 
tion 303 and leaving the proceeds of the sale to members of the family 
other than the son. Often, however, more must be done. Sometimes the 
estate may be balanced by the purchase of additional personal insurance 
on the part of the father. In many instances, the problem is solved by 
an agreement running between the father and son under which the 
son agrees to purchase the number of shares that will accomplish the 
purpose. The agreement will be financed by insurance on the father’s 
life, owned and maintained by the son. The proceeds will go through 
the father’s estate to the other members of his family at his death. 



CHAPTER 15 


Tax Problems Involved in 
the Insured Stock Buy-Sell Plan 


THE FEDERAL INCOME TAX 

The life insurance premiums not deductible expense. The gen¬ 
eral rule is that premiums paid for life insurance made subject to a 
stock buy-sell agreement are not deductible as business expense. This 
is so whether the premiums are paid by the individual stockholders un¬ 
der an individual cross-purchase plan or by the corporation itself under 
a corporation stock retirement plan. [I. R. C., Sections 264 (a) and 
265.] W 

In this connection, mention should be made of one common situa¬ 
tion that furnishes an apparent, but not an actual, exception: when a 
cross-purchase plan is set up under which the stockholders authorize 
the corporation to pay the insurance premiums and charge them to the 
respective salary accounts of the stockholders. Premiums thus paid by 
the corporation are of course deductible; not as premiums, however, 
ut as salary. This is not only a convenient method of paying premiums,* 
ut also has the advantage of assuring all the stockholders that the pay¬ 
ments will be made when due. The stockholders merely appoint the 
corporation to act as their agent for this purpose; they will report their 

charged uTthem'° C ° m £ taX P^ 05 ^ “eluding the premium payments 
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In some instances, stockholders have financed their cross-purchase 
agreements with so-called "jumbo” group term life insurance coverage, 
with the thought that the regular income tax rules would apply to 
allow the corporation a tax deduction for the premiums while such 
premiums would not be taxed to them. In a ruling letter to one of such 
corporations, however, the Internal Revenue Service ruled that the pre¬ 
miums paid for the excessive coverage on the stockholders were not 
deductible. (Ruling letter to Century Planning Corporation, New York, 
dated 6-28-62.) The New York Insurance Department has ruled that 
such group coverage violates Section 204 of the New York Insurance 
Law and has warned the insurance companies against its issuance. Thus, 
it would be no surprise if the Internal Revenue Service should rule that 
such premiums were taxable to the stockholders, either as compensa¬ 
tion or as the equivalent to dividends. 

The foregoing ruling letter declined to issue an advance ruling as to 
the estate tax status of such coverage, or as to whether there would be a 
transfer for a valuable consideration of the policies or any interest 
therein. Most authorities agree that such insurance cannot avoid Federal 
estate taxation. But as we bring out later, this should not cause double 
estate taxation. The question of a transfer for value is a serious one 
since the income tax regulations provide that ". . . the creation, for 
value, of an enforceable contractual right to receive all or a part of the 
proceeds of a policy may constitute a transfer for a valuable considera¬ 
tion of the policy or an interest therein.” (Reg. § 1.101-l(b)(4). Per¬ 
haps this result might be avoided by naming the insured stockhold¬ 
er’s wife as beneficiary, but the purchasing stockholder’s basis for the 
stock acquired under the agreement in such case would not include the 
insurance proceeds. ( Paul Legallet, 41 B.T.A. 294.) For these and 
other cogent reasons, such as the steadily increasing premiums with 
each advance in age and the entire lack of cash surrender values, stock¬ 
holders should not attempt to finance buy-sell agreements with "jumbo 
group life insurance coverage. 

The life insurance death proceeds generally not taxable in¬ 
come. Life insurance proceeds paid upon the death of a stockholder 
insured under an insured buy-sell agreement are not, as a general rule, 
subject to income tax [I. R. C., Section 101(a)(1).] But the income tax 
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applies if a policy was transferred for value during the insured’s life¬ 
time unless the transfer was in a transaction that did not change the 
basis of the policy, or unless the transferee was one of the following: 
the insured, a partner of the insured, a partnership in which the 
insured was a partner, or a corporation in which the insured was a 
shareholder or officer. Where the income tax applies, the amount of 
proceeds received at death of the insured in excess of the sum of the 
consideration paid for the transfer plus any subsequent premiums paid 

by the transferee is taxed to him as ordinary income. [I. R. C., Section 
101(a)(2).] 

This obviously militates against the use of old insurance for financ¬ 


ing a new buy-and-sell agreement among stockholders. Sometimes stock¬ 
holders overlook the statute, however, as was done in Monroe v. Pat¬ 
terson , 197 F. Supp. 146 (1961). There, two old policies that had been 
payable to the corporation as key-man insurance on one of the stock¬ 
holders was transferred to two other stockholders in trust to apply the 
proceeds to the purchase price under their cross-purchase agreement. 
The transferee stockholders paid nothing for the transfer, but did pay 
part of the subsequently due premiums. Upon the insured’s death, the 
court held that the policies had been transferred for value and that the 
transferee stockholders must include in gross income the amount of 
proceeds received in excess of the premiums they had paid. This case 
points up the danger involved in using old life insurance policies bought 
and arranged for a different purpose, to fund a cross-purchase agree¬ 
ment, so long as the exceptions to the transfer-for-value rule fail to 
shelter transfers for value to co-stockholders. It also points up the 
danger of concluding that no transfer for value has occurred merely 
tr^r f traQ5feree has not specifically bought the policy from the 

transferor for a stated price. 

comnrl!’ 6 0the j '’“j 1 ' °' d iDSUrance ma y be transferred for value to the 

be done, for mstance, where a stockholder is presently uninsurable but 
has an ample amount of other personal insunmce. 

is owned'bvT * ‘ be “““‘ered also if a corporation 

Plan after *efi! A Tu St0ckbo,ders and * » desired to continue a 
P the first death has occurred. Probably the most desirable solu- 
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tion is to transfer the insurance on the surviving stockholders to the 
corporation and set up a stock retirement plan. 

From the foregoing, it seems obvious that the problem of a transfer 
for value of the insurance is best solved in the case of three or more 
stockholders by starting out with a stock retirement agreement. 

The sale of the deceased’s stock by his estate . Before a death 
occurs under an insured stock buy-sell agreement there is only a con¬ 
tract to sell, binding the personal representative of a deceased stock¬ 
holder actually to sell and transfer his stock upon receipt of the agreed 
purchase price. Consequently, the cost basis of the deceased’s stock to his 
estate will be its value at death, or on the optional valuation date used 
for Federal estate tax purposes, the statutory basis generally for property 
passing at death [I. R. C., Section 1014]. The value of the stock to the 
deceased’s estate cannot be other than the price at which he has obligated 
his estate to sell it; therefore, the estate, in consummating the sale at 
that agreed value, has no gain or loss in the transaction. 

The cost basis of stock acquired from deceased stockholder. 
The cost basis to the surviving stockholders of the shares of stock they 
acquire from the deceased’s estate under their cross-purchase agreement 
should be the purchase price they have paid for it. There seems to be 
little doubt of this result if the surviving stockholders have been desig¬ 
nated beneficiaries of the insurance proceeds used to finance the transac¬ 
tion, regardless of the method of premium allocation. The insurance 
proceeds, together with any balance of the purchase price paid in instal¬ 
ments or cash, should also constitute the cost basis of the acquired stock 
if the insurance proceeds are received by a trustee and paid over by it to 
the deceased stockholder’s personal representative in return for a transfer 
of the deceased’s stock, when the surviving stockholders have paid the 
premiums and they or their trustee owned the policy. 

One case held that the purchase price paid was the basis of the stock 
purchased under a cross-purchase agreement even though it provided 
that upon payment of such price the policy which the decedent had 
owned and paid for on the survivor’s life was to become the insured s 
property "without charge of any kind.” {Storey v. United States, 305 
F. 2d 733 (6 Cir. 1962), reversing 193 F. Supp. 769.] The lower court 
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had held that the purchase price for basis purposes must be allocated 
between the stock and the value of the policy, the latter having a cash 
surrender value of over $29,000. If the issue again confronts the courts, 
some of them may well agree with the lower court. In any event, the rase 
illustrates a poor provision, one that favored the surviving stockholder 
at the expense of the deceased stockholder’s estate and heirs. 


If the deceased stockholder has owned and paid the premiums on the 
insurance covering his life, especially if there has been no accompany¬ 
ing provision for reimbursement of premiums paid by the deceased, the 
surviving stockholders may anticipate that the Treasury Department will 
challenge the inclusion of the insurance proceeds in the cost basis of 
the shares acquired. If the insurance proceeds under a stock buy-sell 
agreement are made payable directly to the deceased’s estate or to his 
personal beneficiaries, there is slight reason to believe that such proceeds 
may be included in the cost basis of the shares acquired from the deceased 
stockholder, if the deceased has owned and participated in paying the 
premiums on his own insurance. (Paul Legallet, 4 1 B. T. A 294 See 

d ™“ of th ‘ S iD Cha P ter 13 ° f the book on Partnerships.) In respect 
o the holding in the Legallet case, a distinction based upon the difference 

in subject matter of the agreement, i.e., shares of stock rather than a 

»r tereSt ’ W ° uId Seem to have no Probative force. It would 
eon that the premiums, at least, should be includible in the cost basis 

insnr!d P , r Tr.t hav ! bee " paid by the stockh ° ld «s other than the 
the life of l ,f a ' e ot b ct ■ stockholders have also owned the policies on 
the hfe of the deceased, but we know of no holding to that effect 

to sum up, the arrangements that appear to raise no doubt that the 
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THE FEDERAL ESTATE TAX 

ISo double taxation. The existence of an insured stock purchase 
agreement does not "double up" on the amount of estate taxes a deceased 
stockholder’s personal representative will be called on to pay. Estate of 
Ealy, 10 T.C.M. 431 (1951). In fact, there is no such possibility if the 
life insurance is arranged so as to be excluded from his taxable estate. 
This is the case, if, for example, the deceased has held no incidents of 
ownership in the insurance in force on his life under the plan and if his 
estate has not been designated as beneficiary. In such cases nothing 
could be taxed except the transfer of his shares to their value. Even if the 
life insurance is arranged subject to estate taxation, the value of the stock 
for purposes of this tax is held decreased by the amount of insurance 
taxed and applied to its purchase price. Estate of John T. H. Mitchell, 
37 B. T. A. 1 (1938). 

The Mitchell case is the leading adjudication with respect to the ap¬ 
plication of the above estate tax rule to close corporation stock. In 1924, 
Mitchell and Philip W. Lennen organized the advertising corporation 
of Lennen & Mitchell, Inc., each subscribing to one-half of the 1,800 
shares of stock, which each held up to Mitchell’s death in 1930. In 
April, 1929, they executed an individual stock cross-purchase agree¬ 
ment financed in part by $200,000 of insurance on each, payable to the 
respective insured’s estates, "the said sum of $200,000 ... to be 
received on account of the purchase price as if the surviving party had 
p 2 id the sum.” In addition, Lennen owned $400,000 of insurance on 
Mitchell, not subject to the agreement. The following year Mitchell 
died and proceeds of the policy subject to the agreement, amounting to 
$202,666.67, were paid to his estate. It was then agreed between Lennen 
and the administratrix and the next of kin that Mitchell s shares at death 
had a value of $313,771.93 in accordance with the purchase and sale 
agreement, and Lennen paid the balance of $111,105.26 in cash to the 

administratrix. 

In the estate tax return the administratrix reported the shares as 
having a value of $111,105.26 and reported the $202,666.67 as pro¬ 
ceeds of insurance payable to the estate. The Commissioner increased t e 
value of the stock to $313,771.93, made no change with respect to the 
insurance proceeds and assessed an estate tax deficiency of $35,7 9-1 
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Thus we have a clear case of an attempt to "double tax" the amount 
represented by the insurance proceeds. 

The administratrix petitioned the Board of Tax Appeals to set aside 
the deficiency, and was successful. Some of the reasoning of the Board 
is as follows: 

In our opinion there can be no doubt that the insurance pro¬ 
ceeds in the amount of $202,666.67 must be included in deter¬ 
mining the value of the decedent’s gross estate, as proceeds of 
insurance, within the meaning of section 302 (g) supra [1926 
Revenue Act] . . . 

However, such insurance proceeds were received by decedent’s 
estate subject to the terms of a valid and binding contract that 
they be applied to reduce the purchase price to be paid by Lennen 
for the decedent's 900 shares of Lennen & Mitchell, Inc. stock 
which by the same contract Lennen was obligated to buy. These 
shares, being so burdened, were not subject to the unfettered own¬ 
ership of the decedent’s estate. The effect of the contract was to 
reduce the value of the estate’s interest in such stock by an amount 
equal to the amount of the proceeds of the insurance policy, and 
the value of the stock as so reduced must be deemed as its value 
for estate tax purposes. Cf. Wilson v. Bowers, 57 Fed. (2d) 682; 

M. W. Dobrzensky, Executor, 34 B. T. A. 305, 312; Edith M. 

Bensel et al., Executors, 36 B. T. A. 246, and authorities cited 
therein. As so reduced that amount was $111,105.26 for which 
amount the decedent's estate was obligated to and did transfer the 
said shares to Lennen. In our opinion, the value of such shares at 
the date of decedent’s death was, for the purpose of determining 
the value of his gross estate, $111,105.26, for we must deal in 
actualities and such amount was the sale price actually received by 
the estate after the reduction [sic] of the amount of insurance pro¬ 
ceeds from the total sale price of the stock. . . . 

Aside from the tax feature, it should be noted that not more than 
two premiums could have been paid on this insurance, again demonstrat- 
the unique value of the life insurance method of financing. 

Eitate *** cannot be by-passed. It was formerly urged in some 
quarters that an insured buy-sell agreement could be designed so that 
e proceeds of the life insurance credited to the payment of the pur¬ 
chase price would not be subject to the Federal estate tax and at the 
same time the business interest being purchased would be valued for 
estate tax purposes at the agreed value less these insurance proceeds 
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The case of Estate of Herbert G. RJecker, 3 T. C. M. 1293 (1944), how¬ 
ever, held to the contrary. The court held that, if the insurance was 
not subject to estate tax, the business interest was taxable at its full 
value. 

Estate of Herbert G. RJecker. In 1937 the printing and binding cor¬ 
poration of Lenz & Riecker, Inc. had eight stockholders, among them 
William Riecker and his wife, who together owned 1,308 of the 2,200 
shares of $50 par value, and his brother Herbert, who owned 474 shares. 
In February of that year, after William’s return to the business from an 
illness, the brothers discussed what would happen to the business if 
William should die. William was then aged 51 and Herbert was 43. 
Accordingly, the two brothers, together with William’s wife, entered 
into an insured cross-purchase agreement. 

The corporation was made a party to the agreement as trustee (prob¬ 
ably ultra vires, but apparently no one complained). The purchase price 
was originally set at $125 per share, with provision for a certificate of 
valuation to be filed on or before March 15 of each succeeding year. 
Herbert agreed to finance the purchase price payable, if William pre¬ 
deceased him, by two methods. First, he was required to pay the pre¬ 
miums on $70,000 of insurance on William’s life. This insurance was 
owned by William’s wife and was made payable to the corporation. 
Second, he was required to deposit into a sinking fund held by the 
corporation as trustee one-half of all dividends paid on his shares of 
stock, out of which fund he was permitted to buy insurance on William s 
life. (A year later he purchased $50,000 of this insurance.) William 
was to finance the purchase price payable if Herbert predeceased him, 
first, by paying the premiums on $25,000 of insurance on Herbert s life 
owned by Herbert’s wife and made payable to the corporation; and 
second, by depositing into a sinking fund an amount equal to one-half 
the amount deposited by Herbert. William was likewise permitted to use 
the sinking fund to purchase insurance on Herbert, but did not do so. 
On the death of either, any balance of purchase price was to be paid in 
quarterly instalments of $1,250 each, with interest at 5 per cent. Each 
brother had children (Herbert had three between the ages of 13 and 6), 
and each reserved the right to withdraw shares "in order to give them to 
a child of such party,’’ but William and his wife were required to leave 
sufficient shares subject to the agreement to permit Herbert to own at 
least 51 per cent of the outstanding shares in the event he survive . 
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In December, 1937, the insurance policies under the agreement were 
assigned by the corporation and made payable to the respective wives of 
the insureds. 

In March, 1940, William and Herbert executed a certificate of valua¬ 
tion at $140 per share, which certificate was in effect upon Herbert’s 
death early in 1941. 

Herbert's widow collected the $25,000 of insurance proceeds, and 
Herbert’s sinking fund of $2,500 was paid over to the executor of his 
estate. William immediately entered into an agreement with the executor 
under which he paid the executor an additional $500 to aggregate the 
purchase price of 200 shares of Herbert’s stock, released to the executor 
his right to the remaining 274 shares and consented that they be sold to 
Herbert's widow and to three other interested parties at $140 per share. 
William then took delivery of the 200 shares and also purchased from 

the executor for $2,397.03 the $50,000 policy on his life purchased by 
Herbert out of his sinking fund. 

On the estate tax return, Herbert’s executor included the 474 shares 
at a valuation of $41,360. This value was determined by subtracting the 
$25,000 of insurance proceeds that had gone directly to the widow from 
the full valuation at $140 per share of $66,360, on the ground that the 
contract operated to reduce the amount William was required to pay 
or the shares. The insurance proceeds were not reported, on the 
grcnind that they were not taxable under the applicable Revenue Act. 

The Commissioner assessed an estate tax deficiency of $2,327.99, 
based upon the full value of the stock at $140, whereupon the executor 
petitioned the Tax Court for redetermination. In a memorandum opin- 

2. C TaX C ° Urt UpheId the Commissioner’s determination, saying in 


own^ kT°j K ? aid t0 *** fact *** of the entire 474 shares 

ml* k l eCedent at ** Ume of his death > 274 shares were 
act sold by the executor to four persons other than William at 
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poses, in the question whether the 1937 contract of the brothers 
was enforceable in equity and binding on the executor, and it may 
be assumed, without deciding, that it was; and it may also be as¬ 
sumed arguendo that the "credit” of the $25,000 insurance was a 
clear burden on the estate which operated to reduce the price 
which William was required to pay for the 200 shares. However, 
these propositions do not serve to lower the value of the 474 
shares which were in the gross estate below the $66,360 which 
the Commissioner has determined and which is the only deter¬ 
mination which the petitioner assails. Since the shares are in¬ 
cluded in the gross estate at their full value of $140 each, under 
Section 811 (a), there is no occasion to consider the alternative 
authority of Section 811 (d), cited also by the Commissioner in 
the deficiency notice. There may be a collateral question under 
Section 811 (g) in respect of the place of the $25,000 insurance 
in the estate, but no such question is raised. Apparently the peti¬ 
tioner did not include this in the estate shown on the return and 
the Commissioner did not add it as an item of the deficiency. It 
it not easy therefore to see any justification for saying that, not 
only is the insurance to be omitted from the gross estate, but that 
it serves also to reduce the value of the shares which is otherwise 
included. 

The net result of the cases appears to be that, if the insurance is ar¬ 
ranged in such manner as to require its inclusion in the taxable estate 
of the insured, then it will be taxed and will be considered to have 
lowered pro tanto the value of the stock purchased with it for estate tax 
purposes; but if the insurance proceeds are not includible in the taxable 
estate, then the stock will be included at its full value, undiminished by 
any insurance proceeds credited against the purchase price. This result 

seems to be fair and equitable to all concerned. 

The insured purchase plan establishes share value for Federal 
estate tax. As pointed out in Chapter 12, many cases uphold the rule 
that, if the purchase price of a deceased stockholder s shares fairly 
represents their value at the time agreed upon and if prior to his death 
the stockholder has been prohibited from disposing of his shares from 
the time of the buy-sell contract until his death without first offering 
them to the other stockholders or to the corporation at the contract price, 
then this price will control for estate tax purposes, even though the 
actual value of the stock would be much higher at time of death if free 
from the agreement. A brief resume of a few of these cases shows 

to be the rule. 
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Wilson v. Bowers. In 1909, A. R. Wilson, the decedent, contracted 
with his nephew' and one Betts not to sell or assign his 3000 shares of 
stock in Earl & Wilson Company without first offering them to his 
nephew' at $6,667 per share. If the nephew' did not accept the offer, a 
similar offer w'as to be made to Betts. It w r as further provided that upon 
Wilson’s death, the nephew should have the right for four months after 
the qualification of the personal representative to purchase the stock 
at the agreed purchase price, and in the event of his failure to exercise 
the option a similar right of purchase w'as given to Betts. When Wilson 
died many years afterward, his will bequeathed his 3000 shares to his 
nephew. On the estate tax return, Wilson’s executors reported the value 
of the shares at $20,000, the option price. The Commissioner increased 
the valuation to $23.55 per share and assessed an additional estate tax of 
$3,039. The Court of Appeals affirmed the lower court in holding that 
the option price of $20,000 governed for estate tax purposes, the opin¬ 
ion, 57 Fed. 2d 682 (1932), stating in part: 

Since the contract was specifically enforceable, it seems obvious 
that the sale value of the stock during the testator’s life could 
have been no more than the low price at which he was obliged to 
offer it, first, to Franklin Wilson, and then to Betts; nor could his 
executors have sold it for more, unless both the option holders had 
allowed their options to lapse. Even if each were penniless, money 
could readily have been borrowed on the stock when it was worth 
nearly four times the option price. We are to deal with actualities; 
and the suggestion that the shares may have had a greater market 
value because of the possibility that the options would not be exer¬ 
cised seems too extravagant to require further refutation . . . 

Finally, the appellant argues that the option was never exercised, 
and that Franklin Wilson took under the will thereby relinquish- 
uig his option and leaving the interest which passed by will the 
hill value of the shares. Logically, subsequent events should not 
be considered in determining value at the time of death. It is true 
that this court held the contrary with respect to the relinquish¬ 
ment of dower in Schuette v. Bowers (C. C. A.) 40 Fed. (2d) 208, 

13. But the ruling there made was put squarely on the precedent 
and was recognized as illogical. We shall not extend it where au¬ 
thority does not compel. 

In 1936, two important decisions on this subject were handed down, 
om also mvolvmg option agreements. These were Helvering v. Salvage, 
9 u. S. 106 and Lomb v. Sugden, 82 Fed. 2d 166. The latter case 
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concerned the value for tax purposes of 1,500 shares of Bausch & Lomb 
Optical Company stock in the estate of Mrs. Carrie B. Lomb. About a 
year before her death, Mrs. Lomb had entered an agreement with all 
the other stockholders of the company, under which none of them could 
sell their stock without first offering the shares to the others at a price 
that, when computed at the time of her death, amounted to $ 69,445 
per share. The stock, however, could be donated to the other stockholders 
or could be bequeathed under certain restrictions. On her death, Mrs. 
Lomb had bequeathed her holdings as part of her residuary estate to her 
husband. The Commissioner assessed the shares at $100; the executor 
paid the additional estate tax required and brought suit to recover the 
alleged overpayment. The Court of Appeals reversed the lower court’s 
decision and held that the option price of $69,445 governed. The 
opinion stated as follows: 

... As Holmes, J., said in Edwards v. Slocum, 264 U. S. 61, 

63, quoting from Knowlton v. Moore, 178 U. S. 41, the tax is on 
not the interest to which some person succeeds on a death, but 
the interest which ceased by reason of the death.” Mrs. Lomb at 
the time of her death was restricted to a price of only $ 69,445 
because she was obliged either to donate her stock to the other 
stockholders or to offer it to them at that low price. In either 
event that price was the most that she could obtain for her stock 
in the natural course of events. . . 

The decision of the Supreme Court on January 13, 1936, in 
Helvering v. Salvage, 56 S. Ct. 375, 377, 80 L. Ed. —, recognizes 
an option agreement as restricting the market value of stock in the 
hands of the owner to the option price. There Justice McReynolds 
said: "Considering the option to repurchase at par, outstanding 
in 1922, there could be no proper finding of fair market value at 
that time in excess of $100 per share.” Because of the agreement, 
the decedent could not have secured a price greater than $69-445 
at the time of her death. It is as of that time that the value of the 
stock must be determined. Then she could only give it or sell it to 
the other stockholders at the price fixed. Its value to the estate can 
be no greater than that with which the decedent parted. Edwards 
v. Slocum, 264 U. S. 6l, 63. 

We think that Helvering v. Salvage, supra, and Wilson v. Bow¬ 
ers, (C. C. A.) 57 Fed. (2d) 682, govern, and that the judgment 
should be reversed. 

Another important case went through the courts during the follow¬ 
ing two years: Edith M. Bensel et al., Executors, 36 B. T. A. 246 (1937), 
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affirmed as Commissioner v. Bensel, 100 Fed. 2d 639 (1938). This case 
was brought to set aside an estate tax deficiency of $297,101-11 assessed 
against the estate of F. L. Driver, Sr., based upon the value of 50,830 
shares of Driver-Harris Co. common stock that the decedent had 
transferred to a trustee pursuant to an agreement made with his son. 
The facts show that the father and son had not been on friendly terms 
prior to and during the period involved in their stock negotiations. In 
fact, the father had originally opposed his son’s employment by the 
company. 

As time went on, however, the son’s unusual business ability was 
recognized, and in 1924, when the son demanded some guarantee as to 
his future with the company, an agreement regarding the father’s stock 
was entered into. By this agreement, the father transferred all his com¬ 
mon stock in the company to a trustee, reserving the income during his 
life, with the provision that upon his death the son could purchase the 
shares from the trustee at $65 per share, although current sales of the 
stock were being made in 1924 at a much lower figure. The son had 
endeavored to have the price fixed at less than $65, and in 1925 per¬ 
suaded his father to reduce it to $34,428 per share. In 1926, during 
which year sales of the stock had been made ranging from $25 to $65 a 
share, the father insisted that the price be restored to $65, and it was 
finally changed to $59-02, or a total of $300,000, with a certain dis¬ 
count allowed if paid in lump sum. In 1929 the share price became 

$5,902 when the par value of the stock was reduced from $100 to $10 
per share. 

Upon the father’s death in 1930, the son paid the full purchase price 
at once, which, after a disagreement over the amount of discount had 
been settled, came to a net payment of $232,500. The father’s executors 
reported this figure as the value of the stock in his gross estate. 

he Commissioner, however, determined the value of the 50 830 
shares of stock to be $69.75 a share and increased the gross estate by 
more than three million dollars on the ground that the son was the 
natural object of his father’s bounty, that the price fixed was much less 
than the value of the stock, and that, to the extent of the excess value 
transfer was taxable under Section 302 as a substitute for testa- 

“alueTf P ° Sit i° n ’ 7 he P arties stipulated that the fair market 
f the stock at date of death was $3,149,800. 

he Board of Tax Appeals held, and the Court of Appeals affirmed, 
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that the value of the stock for estate tax purposes was the contract price 
at which the son had bought it, namely, $232,500. 

With respect to the provisions of Section 302(c) and (d) [1926 Act], 
the Board said in part: 

They do not apply where a decedent at the time of his death 
owns property which is subject to an option to purchase by one 
not the object of his bounty. In that case the decedent’s interests 
in the property can be included in his gross estate at no more than 
the option price. Wilson v. Bowers, 57 Fed. (2d) 682; Lomb v. 
Sugden, 82 Fed. (2d) 166. Cf. Salvage v. Commissioner, 76 Fed. 

(2d) 112; affd. Helvering v. Salvage, 297 U. S. 106; Omaha Nat. 

Bank v. Commissioner, 75 Fed. (2d) 434. 

In justification of its holding that the purchase price of the stock 
was the result of an arm’s length transaction, the Board opinion stated: 

. . . If the decedent had entered into the contracts in question 
with an employee in whom he was interested only because of the 
man’s value as an employee, there would be no justification for 
including in the decedent’s gross estate the fair market value of 
the shares when in fact this person could obtain the stock from 
the estate on payment of $232,500. . . . There is reason to be¬ 
lieve that the terms which the son obtained in these agreements 
with his father were no more favorable than he might have ob¬ 
tained had he not been related. The two were constantly bargain¬ 
ing over the price. There is no indication that the decedent had 
the slightest fatherly interest in or affection for his son. The record 
as a whole indicates that the father’s only reason for desiring to 
retain the services of the son was that he recognized, as time went 
on, that the son was the most able man in the employ of the com¬ 
pany. The stock was not dealt in extensively prior to 1929, and 
such sales as there were indicate that the price agreed upon be¬ 
tween the father and son was not too low. That is, it was not 
lower than the price at which persons with adverse interests deal¬ 
ing at arm’s length might have been expected to have agreed. 

The obvious reason for the contracts was that the son was de¬ 
manding protection and the father realized that the corporation, 
in which he was the largest stockholder, would lose the services 
of a valuable employee unless the agreements were entered into. 

. . . Although the actual purchase price was much less than 
the fair market value of the stock at the date of decedent s dea , 
when the purchase was made, an increase in value was a circum¬ 
stance which was within the reasonable contemplation of the 
parties at the time they entered into the agreement. The increase 
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in value of the shares was probably due in this case to the in¬ 
creased use of radios, in which the products of the company were 
used. The possibility of increase in the value of the shares may 
have induced the son to enter into the contract. The adequacy of 
the consideration must be measured at the time the contract was 
entered into rather than at the time the option was exercised. The 
consideration in this case was full and adequate in money or 
money’s worth. The contract originally entered into finally ripened 
into a bona fide sale for an adequate and full consideration in 
money or money’s worth. It was not a substitute for testamentary 
disposition nor a device for avoiding estate tax. Thus the transfer 
to the trustee was within neither the letter nor the spirit of section 
302 (d) or (c). This is so either because there was a bona fide sale 
for an adequate and full consideration in money or money’s worth 
or because the circumstances are wholly without the intendment 
and purposes of the provisions of section 302. This case is like the 
Wilson and Lomb cases, supra. 

The Court of Appeals affirmed the Board in a very brief opinion, 
part of which follows: 

This is a tax case which depends on its own peculiar decisive 
facts. ... As no precedents or principles are involved, and as 
we find ourselves in accord with its decision we might as well 
limit ourselves to its opinion. In view of this, we confine our 
opinion to a few brief statements. . . . 

The court then summarized the facts and continued: 

It will thus be seen that instead of the ordinary creation of a 
trust by an individual by a unilateral indenture, we have here 
settlement of a business problem by the contract of two parties 
hostile to each other and dealing at arm’s length, the object of 

which was the purchase of the father’s stock at a price which was 
lower than full value. 

Under the proofs, the Board had warrant for holding that the 
price at which the son was to acquire the father’s stock was a 
proper figure. Such being the case, the appeal of the Commis¬ 
sioner is dismissed and the order of the Board affirmed. 

A very important principle may be inferred from the Bens el case, 
namely, that if the relationship of the contracting parties to an agreed 
meat is such that the prospective buyer would be a natural object of 
e prospecrtve seller’s bounty, the agreed purchase price certainly will 
, e °' °! d f " estot * tax valuation unless the parties, "dealing at arms 
gth ’ Set U P a fair fi S ure ( for confirmation, see the quotation from 
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the Hoffman case on page 442). Presumably this would be done if, in 
such a case, the parties at the time of making the agreement called in 
an accredited and independent public accountant or professional ap¬ 
praisal firm to appraise and report in writing the value of the stock, and 
the parties then incorporated the reported value in their agreement as 
the purchase price. Of course, any subsequent change in the purchase 
price should be based entirely upon a similar independent appraisal 
currently made. Any such procedure would have been superfluous in 
the Bensel case for, as stated in the opinion of the Court of Appeals, 
"Father and son were hostile to each other; both employed counsel to 
represent them, and the agreements were only reached after protracted 
contentions and negotiations.” 

Another case of interest is Estate of John Q. Strange, 1942 P-H BTA 
Memorandum Decisions, Par. 42, 247. This case involved two brothers. 
In 1915, J. E. Strange had purchased for $14,625, 40 shares of the 100 
shares of stock of the Coca Cola Bottling Company of Greenville, 
Mississippi, which, under the by-laws—strangely enough—entitled him 
to one-half the profits of the company. Shortly afterward his brother 
John, the decedent, was employed by the company. In 1917, John and 
his brother entered into an agreement under which the 40 shares were 
transferred to John for $15,000. As further consideration for the 
transfer, John agreed to divide equally with his brother any salary 
received as secretary and treasurer in excess of $150 a month and to 
divide equally all dividends paid to him. It was also agreed that in the 
event of the death of either, the survivor was to have a sixty-day option 
to purchase the stock for $10,000. Some years later, John acquired 40 
of the 100 shares of the Coca Cola Bottling Company, Inc., of Cleveland, 
Mississippi, when that company changed over from a partnership, and it 
was agreed between the brothers that these shares should also be held 
and disposed of in conformity with their 1917 agreement. 

John died in 1939 and his brother took over the stock upon payment 
of $10,000 to John’s executors. The executors reported this amount 
as the value of the shares for estate tax. The Commissioner assessed an 
estate tax deficiency of $47,765.03 based upon a fair market value of 
$238,126.54, whereupon the executors petitioned the Board of Tax 
Appeals. 

The Board found both agreements bona fide contracts for an adequate 
and full consideration and held the estate tax value of the shares to be 
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$10,000. The Commissioner did not contend that the price was in¬ 
adequate when set, which was an item of particular importance in this 
case because "The arrangements governing the Strange interests exhibited 
to an unusual degree the fraternal relationship between the brothers.” 
But he raised another vital point in arguing that John had held the 
stock during his lifetime with no restrictions as to its sale to strangers. 
In answer to this, the opinion stated in part: 


We do not agree with this view. We have no doubt that if 
J. Q. Strange had attempted to dispose of the stock in a manner 
detrimental to his brothers interest, an appropriate action in 
equity could have been brought and would have prevented his 
doing so. . . 

As stated in Wilson v. Bowers, 57 F. (2d) 682, we are dealing 
with actualities. The burden of the option, imposed and continu¬ 
ing on the stock during the decedent’s lifetime, necessarily reduced 
the value of the stock, as an asset of the estate, to the designated 
option price of $10,000. See Lomb v. Sugden, 82 F. (2d) 166 ; c.f. 
Helvering v. Salvage, 297 U. S. 106. 


The Commissioner also invoked the provisions of the predecessor to 
Section 2037, relating to an interest in property of which the decedent 
has made a transfer intended to take effect in possession or enjoyment 
at or after his death, in answer to which the opinion of the Board 
briefed the facts in the Bens el case, quoted from its opinion in that 
case, and cited the Mitchell case. 

In 1943 we find two more important case decisions on this subject 
anded down, both of which drew lines of distinction between the 
types of agreement that will establish share value for estate tax purposes 
and the types that will fail to do this. 

One of these cases was Worcester County Trust Company v. Com¬ 
missioner, 134 Fed. 2d 578, involving the estate tax value of 12 760 
shares of stock of the Southwell Wool Combing Company in the estate 
o James Smith. This company had been organized by the members of 

fanVM" and mordct to kee P the stock in the hands of these 
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was at liberty to sell at any price. It was further provided, however, that 
the board of directors could in specific instances vote to waive com¬ 
pliance by a seller, and also that the restriction did not apply to any 
transfer by the executor or administrator of a deceased stockholder to 
his legatees or next of kin. 

Smith died in 1937, leaving his stock to his son. His executors re¬ 
ported the value of the shares in the estate tax return at $15.46 per 
share, the book value as prescribed in the articles of incorporation. The 
Commissioner determined the value to be $35 per share, a figure exactly 
ten times the average net earnings of the company over the previous five 
years, and assessed a deficiency accordingly. The executors petitioned 
the Board of Tax Appeals for a redetermination. The Board in 46 
B. T. A. 337 upheld the Commissioner’s valuation on the ground that 
the restrictions imposed on the sale of the stock did not affect its value 
and that the executors had not shown some other value to be correct. 
The Board’s opinion, however, stated that cases which hold that restric¬ 
tions obligating the owner to sell at a fixed price do provide a ceiling 
for valuation and are distinguishable, citing Helvering v. Salvage, Com¬ 
missioner v. Bens el, Wilson v. Bowers and Lomb v. Sugden. The execu¬ 
tors then appealed the case to the Court of Appeals, First Circuit. 

The Court of Appeals reversed the decision and sent the case back 
to the Board for further proceedings to establish the correct value of the 
stock. It held that the Board’s determination of value, based upon the 
formula used by the Commissioner, was "without rational foundation 
and excessive” and should not have been taken even though the execu¬ 
tors had failed to prove some other value to be correct. It stated that 
"the question of fair market value is ever one of fact and not of formula. 
It held further that the restrictions in the articles necessarily depressed 
the value of the stock and were among the relevant factors to be con¬ 
sidered, although not restrictive to a degree that would establish value. 
Quotations from the opinion cast some light on the court’s reasoning: 

We cannot agree with the taxpayers that the amendment set 
the value of the shares at their book value on the critical date. 

The amendment did not prohibit sales of the stock except at book 
value, nor did it fix book value as a call price at which at the 
behest of the corporation the stock must be sold. It fixed a limita¬ 
tion on the price obtainable by a shareholder for his shares only i 
he wished to sell and if the corporation at that time wished 
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buy. . . . But we do not believe that the Board was correct in 
saying that the "restriction leaves the value unaffected” for the 
reason that it "only restricts the field of available purchase in the 
first instance.” In our view it must be said that the restriction 
necessarily has a depressing effect upon the value of the stock in 
the market. 

A commodity freely salable is obviously worth more on the 
market than a precisely similar commodity which cannot be freely 
sold. To be sure the restriction does not affect the value of the 
stock so long as the owner does not wish to sell, but it is not this 
value which, under the regulations, is to be used as the basis for 
computing the tax. The value to be used for this purpose is "the 
fair market value,” at the critical date, that is the "price at which 
the property would change hands between a willing buyer and a 
willing seller, neither being under any compulsion to buy or to 
sell.” While it may be true that stock of the Company was so held 
that decedent s son could, and maybe would, force a vote of the 
directors waiving compliance with the restrictions in the event 
that the petitioners wished to sell, still the fact remains that the 
stock in a buyers hands would be subject to the restriction and 
there is nothing to indicate that in his hands the directors would 
be disposed, or could be forced, to waive for his benefit. Upon 
purchase, then, a buyer would own a stock which if he ever elected 
to sell, he might well have to sell at book value, and this un¬ 
doubtedly would tend to reduce its value on the market. . 


Thus we see that a "first offer” or "first refusal” restriction or agree¬ 
ment depresses the value of the shares affected but does not establish 
them value in the owners estate. To accomplish the latter, the agree¬ 
ment must as a minimum grant to others on the critical date (at the 
owner s death) an enforceable option to purchase the stock at the agreed 
va ue. An insured stock purchase agreement goes even further; it re- 
quires the actual sale of the stock as of the critical date at the agreed 
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to his estate of a sum equal to 20 per cent of the value of the assets of 
the partnership. The court held that because the restriction imposed by 
the option agreement did not become effective until the decedent’s 
death, the fair market value of the property and not the option price 
was the measure of value for estate tax. The opinion briefly reviewed 
the Wilson, Lomb, Bensel, Mitchell and Salvage cases and distinguished 
the agreements involved in those cases from the option here, as follows: 

In view of some of petitioner’s arguments it will not be amiss 
to refer briefly to the effect of what he refers to as the "option” 
given by Virgil to Lawrence. In the cases cited by him the op¬ 
tionee had been given an unqualified right to purchase at a desig¬ 
nated price and the optioner could not dispose of the property 
during the continuance of the option. Such an option restricts the 
market value of the property in the hands of the owner. Helver¬ 
ing v. Salvage, supra; c.f. Edwards v. Slocum, 264 U. S. 61. 
Virgil, however, could have disposed of his interest in Walston 
& Co. and the note of Hoffman upon any terms or conditions he 
saw fit to impose and at any time he saw fit to do so. No argu¬ 
ment is required to show that such an option did not restrict or 
limit the value of the property in his hands. 

There were other important angles to this case, namely, the fact that 
the optionee was the natural object of the bounty of the optioner and 
the fact that there was some question as to the enforceability of the 
"option" involved. The court commented on this as follows: 

The opinion of the Board in the Bensel case suggests the reason 
for, though we do not intend to imply that it completely delimits 
the extent of, the rule relied upon by petitioner. Thus the fact that 
the option is given to one who is the natural object of the bounty 
of the optioner requires substantial proof to show that it rested 
upon full and adequate consideration. Whether a unilateral 
agreement made by an unmarried man to his brother constitutes 
an enforceable contract is at least a debatable question. There is 
no showing that Virgil was indebted to his brother in any amount, 
nor was the brother required to do more than elect whether he 
would take the property upon the terms specified. If the agree¬ 
ment were fair and reasonable when originally entered into, 
would it be upheld by the court—no reciprocity being shown— 
when the actual investment of the donor or optioner had been 
more than quadrupled? In the event of litigation between the 
other heirs at law of the optioner and the optionee, would the 
court have upheld the agreement? Was the so-called option a 
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valid substitute for testamentary disposition of property? While 
none of these questions need be answered, they suggest that there 
must be some limit to the passage of substantial property rights 
under a unilateral agreement granting to the natural object of the 
bounty of a deceased an option to purchase at a grossly inadequate 
price. In other words, we are of the opinion that while a bona 
fide contract, based upon adequate consideration, to sell property 
for less than its value may fix the value of the property for the 
purposes of the estate tax, a mere gratuitous promise to permit 
some favored individual, particularly the natural object of the 
bounty of the promissor, to purchase it at a grossly inadequate 
price can have no such effect. 


This comment would seem to bear out very clearly the rule inferred 
from the Bensel case. 

The Hoftman case as a whole shows that an agreement calling for 
purchase and sale at death, standing alone, is not sufficient to establish 
estate tax value; the agreement must also contain restrictions on the 
disposal of the stock prior to death. The opinion, as previously noted, 
distinguished the main line of cases in this respect. For instance, it said: 
In the Lomb case an agreement had been made by the stockholders 
whereby none could sell his stock without first offering it to the others 
who were to have the right to purchase in proportion to their common 
stockholdings at approximately $69 per share." A fair inference from 
is comment, and from the facts in the other cases, is that a "first offer" 
restriction during life is sufficient, when coupled with an obligatory pur- 
chase and sale (or binding option) effective at death. 

» * thC TaX CoUft heId in the much more d ear-cut case of 
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ance on each party independent of the agreement, except that if a 
dividend were paid by the corporation within the option period from 
the proceeds of the policy on the life of the decedent the option price 
per share was to be $75; otherwise it was to be $90. Matthews con¬ 
firmed the agreement in his will. 

Matthews died in 1938 owning 785 shares. No dividend was paid by 
the corporation from the insurance proceeds of the policy on his life and 
Jenkins purchased his shares from the executor for $90 per share, pay¬ 
ing $70,650. The executor reported this figure as their value on the 
estate tax return, but the Commissioner determined their value to be 
$120 per share or a total of $94,200 and assessed a deficiency accordingly. 
The executor petitioned the Tax Court for a redetermination. 

The Tax Court held that the fair market value of the stock, rather 
than the option price, governed, because the agreement did not impose 
restrictions during the decedent’s lifetime. The court’s opinion related 
this case closely to the Hoffman case, first, by "briefing” the basic facts 
the opinion handed down in that case, and then continuing: 

. . . The restrictions there imposed upon the property by the 
option agreement did not become effective until the decedent's 
death and did not affect its value until after his death. That was 
the situation in the present case. The option agreement was to ap¬ 
ply only to the stock which might be owned by the decedent at 
the time of his death and decedent was under no obligation to re¬ 
tain ownership of any of the shares until his death. He was free 
up to the very moment of his death to sell or otherwise dispose 
of the shares for the best price obtainable. That right terminated 
with and by reason of his death. Likewise the right of the op¬ 
tionee to purchase the shares came into existence at the time of 
and by reason of decedent’s death. 

The opinion went on to distinguish the main line of cases as follows: 

The instant case, like the Hoffman case, is distinguishable from 
the cases relied upon by the petitioner, such as Wilson v. Bowers, 

57 Fed. (2d) 682; Lomb v. Sugden, 82 Fed. (2d) 166, and Edith 
M. Bens el et al., Executors, 3 6 B. T. A. 246, affd. 100 Fed. (2d) 

639. In all of those cases the option agreement, or other restric¬ 
tion on the sale of the property, became effective during the life¬ 
time of the decedent and the value of the property was not af¬ 
fected by his death. In Lomb v. Sugden, supra, for instance, the 

court said: 

", . . Because of the agreement, the decedent could not have 
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secured a price greater than $69,445 at the time of her death. It 
is as of that time that the value of the stock must be determined. 
Then she could only give it or sell it to the other stockholders at 
the price fixed. Its value to the estate could be no greater than 
that with which the decedent parted. Edwards v. Slocum, 264 
U. S. 61, 63.” 


In 1951, the value of the stock owned by a deceased stockholder and 
sold to the corporation under a stock retirement option agreement was 
held to be the option price in the agreement (Estate of Albert Salt, 17 
T.C. 92). The decedent, a retired president of Graybar Electric Com¬ 
pany, Inc., held a voting trust certificate representing 4,000 shares of 
the company stock. He had acquired the shares in an exchange upon 
consolidation at par value of $20 a share, subject to a restrictive agree¬ 
ment whereby he was required to offer the shares to the corporation if 
he desired to sell them during life, and whereby at his death his estate 
was required to offer them to the corporation at $20 a share. All of the 
common stock of the corporation was subject to this restrictive agree¬ 
ment, and the corporation followed its practice of exercising its option 
by doing so at the death of Salt. The Commissioner determined that the 
value of the stock for Federal estate tax purposes was $60 a share, but 
the Tax Court held such value to be the $20 a share option price paid 
under the agreement. In so holding, the opinion stated in part: 

Not only was the estate required to offer the stock to Graybar 
after decedent’s death for $20 per share but also, if during de¬ 
cedent s lifetime he had desired to dispose of the stock, he was 
required to offer it to Graybar at $20 per share. The stock being 
subject to this restrictive agreement and which in practice had al¬ 
ways been adhered to by Graybar we conclude that the value of 
the stock for estate tax purposes was $20 per share. Lomb v. Sug- 
den, 82 F. (2d) 166; Wilson v. Bowers, 57 F. (2d) 682. Cf. H. A. 

May et al., Exrs. v. McGowan, 97 F. Supp. 326, decided Decem- 


The case of May v. McGowan, cited in the opinion in the Salt case, 
was affirmed by the United States Court of Appeals for the Second 
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partnership in consideration of the assumption by the corporation of 
the bank indebtedness up to $161,500 and of the issuance of 500 shares 
of stock to each partner. Thereupon the stockholders entered into an 
agreement providing that neither would dispose of his shares without 
first offering them to the other at $100 a share. But because the son had 
personally agreed to guarantee to the bank its loans to the corporation, 
the price per share as to him was to be reduced by 1/500 of the indebted¬ 
ness due the bank at the date of exercise of his option. The agreement 
further provided that upon the death of either, the survivor would have 
an irrevocable option to purchase on the above terms. 

When the father died, the indebtedness to the bank exceeded $50,000, 
with the result that under the agreement the son was entitled to acquire 
his father’s stock for nothing. The executors reported the value of the 
stock at zero in the estate return, but the Commissioner determined its 
value to be $50,000. The lower court upheld the executors. The Com¬ 
missioner appealed the case to the United States Court of Appeals for 
the Second Circuit in the hope that this court, which had decided the 
leading cases of Wilson v. Bowers and Lomb v. Sugden many years 
previously, would change its position. The court saw no reason to ques¬ 
tion its prior decisions and affirmed the lower court. The following 
quotation from the court’s opinion is of particular interest: 

It seems clear that with the option outstanding no one would 
purchase the stock of the decedent at its value unrestricted by the 
option when it was subject to call by Harry A. May at zero. This 
was the rationale of our decisions in Wilson v. Bowers, 2d Cir., 

57 Fed. 2d 682, and Lomb v. Sugden, 2d Cir., 82 Fed. 2d 166 . In 
Lomb v. Sugden supra (at p. 168), we said that this view was sup¬ 
ported by the Supreme Court’s decision in Helvering v. Salvage, 

297 U. S. 106, to the effect that an outstanding option to pur¬ 
chase restricts the market value of stock in the hands of the owner 
to the option price. We see no reason for questioning the fore¬ 
going decisions. If they leave a loophole for tax evasion in some 
cases, here the district court found that there was no purpose to 
evade taxes. Such a loophole, if important, should be closed by 
legislative action rather than by disregarding the cases we have 
cited. 

In 1958, the Tax Court again held that the purchase price set in a 
stock retirement agreement controlled the Federal estate tax value of the 
decedent’s shares. ( Estate of Orville Littick, 31 T.C. 181.) The decedent 
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was suffering from an incurable disease when he and his two brothers, 
the three stockholders in a publishing corporation, entered into the agree¬ 
ment. In the event of any stockholder’s death, his shares were to be 
purchased for $200,000. The decedent died one year later. The opinion 
stated the rule as follows: 

Where for the purposes of keeping control of a business in its 
present management, the owners set up in an arm's length agree¬ 
ment, which we consider this to be, the price at which the interest 
of a part owner is to be disposed of by his estate to the other own¬ 
ers, that price controls for estate tax purposes, regardless of the 
market value of the interest to be disposed of. 

The Tax Court briefed the facts in the partnership case of Broderick 
v. Gore, 224 F.2d 892, which it considered somewhat similar, and con¬ 
cluded its opinion with the following paragraph: 

We recognize that here it was likely that Orville would die be¬ 
fore his brothers, but that was not a foregone conclusion and it 
is not such fact as should destroy the validity of his agreement 
with his brothers. Had either brother predeceased him we think 
the agreement to purchase the stock at the $200,000 figure would 
clearly have been enforceable. We think the principles followed 
m the Gore case are applicable here and hold for petitioner. 

The foregoing completes the examination of the important cases 
that have litigated the question of the binding force of agreements in 
establishing the value of close corporation stock at the time of the 
owner’s death. In addition to these cases, however, and directly related 
to the subject here, are some of the cases involving insured stock buy-sell 
agreements previously examined under other headings. In the Mitchell 
case for example, the contract price was accepted by the Commissioner 
as a base figure of stock valuation without question, the litigation there 
having to do with whether the stock should be taxed either in full at the 

n J f 1 ? 6 ° r M reduce< * ty taxable insurance received by the estate as 
part of the purchase price for the sale of the stock under the terms of 

e agreement. And in the Riecker case, the contract price was taken as 
the value of the stock by the Commissioner in his deficiency assessment 
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but this would seem to have been open to question in view of the state¬ 
ment made by the Court of Appeals in the Wilson case that "Logically, 
subsequent events should not be considered in determining value at the 
time of death.” 

At this point we shall turn to an important case which only indirectly 
concerned the Federal estate tax, but a case that should serve as a 
further warning that the Federal rule requires restrictions on the dis¬ 
posal of stock during life if it is to be relied on to control value. The 
case is In re Galeivit7? Estate, 206 Misc. 218, 132 N.Y.S.2d 297 (1954), 
aff’d 285 App. Div. 947, 139 N.Y.S.2d 897; 3 Misc.2d 197, 148 N.Y.S. 
2d 823 (1955), 3 App. Div.2d 280, 160 N.Y.S.2d 564 (1957), aff’d 5 
N.Y.2d 721, 152 N.E.2d 666 (1958). A father owned two-thirds and 
his son one-third of the stock of a very prosperous New York corpora¬ 
tion. In 1947, they entered into a contract whereby upon the death of 
either, the survivor was given a 60-day option to purchase all the stock 
the decedent "may own at the time of his death.” The contract contained 
no restriction on the right of either party to sell, give away or otherwise 
dispose of his respective shares at any time during his lifetime. The 
purchase price was to be the book value of the stock, as of the date of 
death, as determined by the audit of an accountant to be appointed by the 
probate court having jurisdiction over administration of the decedent’s 
estate. The contract instructed the accountant to discount several items 
liberally in computing book value. The purchase price was payable 20 
per cent down and the balance in instalments over ten years, with four 
per cent interest. 

The father died in 1950, survived by his wife and six children. His 
will bequeathed to his widow $2,500 outright and one-third of his 
residuary estate in trust. He bequeathed the balance of his residuary es¬ 
tate to his children, and named them remaindermen of the tmst. 

The son decided to exercise his option. The accountant appointed by 
the probate court determined that the book value of the decedent’s stock 
under the contract formula was $660,790. He found that such stock 
was worth just over $1 million apart from the formula for computing 
book value. The widow contended that the contract was invalid as 
testamentary, but in the first proceeding the Surrogate determined the 
option to be valid. This decision was affirmed by the Appellate Division 
in 1955. In the meantime, the Federal tax authorities had determined 
that the value of the decedent’s shares was $1,345,000, that his gross 
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estate was some $1.8 million, and had assessed an estate deficiency of 
$422,505 on the excess value of the decedent's stock over the option 
price. 

In the second proceeding the Surrogate, among other things, held that 
the widow had no right of election against the will, that the son was 
entitled to specific performance of the option agreement, that the burden 
of the estate tax deficiency, if upheld in litigation pending on that issue, 
fell upon the general estate and not on the son, but that all earnings on 
the decedent’s stock belonged to the estate until the son in 1956 made 
his down payment on the stock. 


On appeal, the Appellate Division held that the son was entitled to 
specific performance, conditioned on his satisfaction of incidental 
obligations. He was held entitled to profits earned on the decedent's 
stock since his death, amounting to approximately $400,000, but he 
was to pay the Federal estate deficiency with respect to the excess value 
of the stock, some $422,000, if upheld in the pending litigation, since 
Section 124 of the New York Decedent Estate Law apportioned the tax 
among those to whom such property is or may be transferred or to 
whom any benefit therein accrues.” The son also was required to pay 
any New York estate tax which might be imposed on the excess value 
of the stock over the option price. The opinion reasoned that "while 
the option is valid in contract law, its status tax-wise is not that of a 
bona ^ de sale con tract, but a transfer, part-sale and part-gift. As to the 
part-gift the tax is imposed, and, therefore, apportioned to the part- 
donee.” The only trouble with the quoted statements is that the court 
acked them up with citations of cases decided under the old New 

ork inheritance tax law before it changed over to an estate tax. The 
court noted that if the additional estate tax burden were thrust on the 
general estate, it would have wiped out two-thirds of the "already dis¬ 
counted option price.” Finally, the court increased the accountant’s com¬ 
putation of the option price by some $63,000. He had deducted this 
amount as a reserve for corporate taxes despite a provision in the con- 
^ j * taX ^ a ^ > ^ t ‘ es should include only the amount stated "on the 

r^nL-f f° f Federa1 ’ State and Municipal offices.” This provision with 
respect to computing book value was distinguished from the wording 
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The New York Court of Appeals affirmed the Galewitz decision, 
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without opinion. We have seen no decision disposing of the Federal 
estate tax issue, but considering that the option contract contained no 
restriction on disposal of stock during life, it is unlikely that the estate 
can successfully maintain that the option price for the stock controlled 
its value. 

All of these cases, taken as a whole, confirm the rule that an insured 
stock buy-sell agreement establishes share value for Federal estate tax 
purposes as well as for the purposes of the agreement if the price 
fairly represented the value of the shares at the time agreed upon and 
if prior to death each stockholder has been prohibited from dispos¬ 
ing of his shares from the time of the agreement until his death with¬ 
out first offering them to the other stockholders or to the corporation at 
the same contract price. The rule is sound in principle, because the stock 
cannot be worth any more to the estate than the estate is bound to accept 
for it. It is beneficial alike to Government and to stockholders, for it 
saves both the trouble and expense of ascertaining the value of close 
corporation stock as "a fact,” in the light of the company’s net worth, 
earning power, dividend paying capacity, and all other relevant factors, 
including consideration of values of listed stock of other corporations 
engaged in a similar line of business—a difficult and discouraging task 
usually ending in disagreement. 

Effect of insured buy-sell agreements on valuation for state 
death taxes. Most of the states levy inheritance taxes, as distinguished 
from estate taxes. Partially because of the difference in nature of these 
two types of death taxes, two divergent rules have developed as to the 
effect of a buy-sell agreement on the valuation of a business interest for 
purposes of state death taxation. Several of the states follow the Fed¬ 
eral rule, just discussed. A number of other states, mostly those levying 
inheritance taxes, follow the so-called inheritance tax rule. This rule is 
that such an agreement does not control value for death tax purposes 
but will be considered along with other evidence of value. States apply¬ 
ing this rule appraise the business interest, and if found to be worth 
more than the contract price, tax the excess value to the purchasers as a 
transfer for an inadequate consideration intended to take effect at or 
after death. A third group comprises many states that have not decided 
the issue. Since the matter is in a developing stage, the loose-leaf tax 
services should be consulted with respect to its status in any particular 

state. 



CHAPTER 16 

Specific Benefits of the Insured 
Stock Buy-Sell Plan 


BENEFITS TO THE SURVIVING STOCKHOLDERS 

Survivors protected from control or interference by outsiders. 

We have seen that in the absence of an agreement, the surviving stock¬ 
holders stand unprotected against the intrusion into the corporate affairs 
of unacceptable or hostile outsiders. We have noted that surviving 
minority stockholders, unable as a last resort to liquidate the business, 
are placed in a worse position than they would have occupied as surviv¬ 
ing minority partners. We have observed cases in which surviving equal 
stockholders have become deadlocked in attempting to continue a cor¬ 
porate business with the stockholding heirs. And we have followed the 
itigation that has resulted in holding surviving majority stockholders 
accountable to the heirs of a deceased minority stockholder in such 
vital matters as the salaries and expenses of those remaining in control. 

hC troubIe develops in these different situations springs from a 
common generating cause, the separation of the ownership of a block of 
me stock from the active management. When any shares in a dose cor- 
p ra ion go out of the hands of the active managers, the spirit of har- 
ony and efficient cooperation that formerly existed cannot help but 

2* r f f, As Stat ^ d * e ***** ^e: "The fragile bark of a small 
iciness can be wrecked on just such uncharted shoals." Active manage- 
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quiring ownership of all of the shares through the functioning of the 
plan, they have every opportunity to continue the thriving business 
enterprise free from the control or interference of outsiders. 

Survivors guaranteed the opportunity and ability to purchase 
deceased’s stock. In the absence of an agreement, the surviving 
stockholders have no assurance that they will be able to acquire the 
shares of stock owned by the deceased. If he has bequeathed them to 
specific legatees, the shares may be unprocurable. Even if the executor 
or administrator is obliged to sell them, the survivors must outbid all 
competitive offers. With a buy-sell agreement, the survivors are enabled 
to acquire complete ownership of their corporation; the transaction 
will be specifically enforced against the estate, if such step becomes 
necessary. The agreement has made the transfer of ownership certain, 
and has made the purchase price definite. And when insurance of the 
purchase price is added to the agreement to buy and sell, the survivors 
not only are guaranteed the opportunity to purchase the deceased's 
shares, but also are assured that they will have the purchase money at 
hand at the precise time they are called upon to pay. 

Survivors acquire full stock ownership by most convenient and 
economical plan. The life insurance plan of financing not only 
eliminates the hazard that the surviving stockholders will not have the 
purchase price for the deceased’s stock ready when death occurs, it 
equips the survivors with the most convenient and economical method 
of acquiring the necessary funds. It constitutes an advance instalment 
purchase plan. Since these instalment payments are only about half the 
legal rate of interest and are self-completing upon death for the full 
amount, they are convenient to make and rarely indeed do the total 
payments made aggregate the purchase-price money made available to 
the survivors. Under the insurance plan, therefore, the surviving stock¬ 
holders have the opportunity of acquiring the purchase money for the 
deceased’s shares with discounted dollars. 

BENEFITS TO THE DECEASED STOCKHOLDER’S 

ESTATE AND HEIRS 

The deceased’s estate receives payment in full, in cash, at 
once. Prompt consummation of the fully insured buy-sell agreement 
puts into the hands of the executor or administrator of the decease 
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stockholder the full amount of the sale price of the decedent’s shares. 
Nothing remains over which to bicker and bargain in a setting in which 
the survivors would have all the advantages. The money is forthcoming 
immediately and, if the agreement so provides, the insurance proceeds 
will constitute the minimum amount the estate will receive as the pur¬ 
chase price. 


Speculative business interest converted into a cash certainly for 
deceased’s family. While all the primary stockholders are alive, the 
efficient and harmonious blending of their combined talents and in¬ 
dustry equips them well to cope successfully with the inherently specula¬ 
tive nature of a small business enterprise. Indeed, they relish the hazards, 
knowing that success will usually bring profits commensurate with the 
risks taken and that failure can be followed with another attempt. Far 
different, however, is the situation of the family of a deceased stock¬ 
holder. Risky stocks in an inherently hazardous undertaking have no 
proper place, let alone a predominating place, among the investments 
of a widow and children. No stockholder in a small corporation can 
possibly foresee what the future destiny of the organization will be 
after his death. And as for the widow, any failure will be permanent. 

he insured stock purchase plan recognizes these fundamental truths by 
providing for the prompt disposal of the deceased’s close corporation 
stod< for its full value in cash in the interests of his family’s welfare. 

Deceased’s family protected against “freezing-out” process. If, 
m the absence of a stock purchase plan, the surviving stockholders are 
° u C0 ^ mue the business successfully, they will not long submit to 
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enterprise belong to those who earn them and that saves the widow 
from a situation in which her livelihood would be dependent upon her 
ability to sustain an unnatural financial arrangement. 

Deceased's estate can be administered promptly and economi - 
cally. The executor or administrator has need for a substantial 
amount of cash to discharge the ante-mortem and post-mortem obliga¬ 
tions of the deceased stockholder. Among his anti-mortem obligations 
will be the cost of last illness, current bills, unpaid property and income 
taxes, and outstanding special debts such as bank loans or mortgages. 
His post-mortem obligations will include funeral and burial expenses, 
estate and inheritance taxes, and the fees and costs attendant upon the 
probate and administration of his estate. In the aggregate, these items 
loom large, totaling 20 per cent to 30 per cent of the average moderate 
estate. 

Ready cash with which to pay these obligations saves the shrinkage 
and loss inevitably suffered if it is necessary to liquidate a substantial 
portion of the general estate property or the close corporation stock 
quickly. Furthermore, the possession of ready cash enables the executor 
to take advantage of any discounts allowed for prompt payment of bills 
and taxes and to avoid any penalties for delinquent payment. New York, 
for example, allows 5 per cent discount for estate taxes paid within 
six months from date of death. Conversely, under the New York law, 
interest is charged against any estate taxes remaining unpaid after 
eighteen months, and under the Federal law, interest is charged after 
eighteen months against unpaid Federal estate taxes, assuming that 
proper extensions are procurable. 

An insured buy-sell agreement gives the executor ample cash to pay 
all obligations of the deceased stockholder, which eliminates any pos¬ 
sibility of a disastrous liquidation of assets in a depressed market or the 
incurring of any penalties. Instead, discounts are saved, liquidation is 
avoided, and a prompt, efficient, and economical administration of the 
deceased stockholder’s estate is assured. 

BENEFITS DURING THE LIFETIME OF THE 

STOCKHOLDERS 

The corporation's business is profitably stabilized. An insured 
buy-sell agreement tends to stabilize the business of the corporation on 
a more profitable basis while all the stockholders are alive. Employees, 
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knowing that the continuance of the business in the hands of the sur¬ 
vivors among their present “employers'' has been assured, and with it, 
their jobs, are welded into a more stable and efficient organization. 
The corporation’s bankers—knowing that the plan has eliminated any 
possibility that undesirable or "drone’’ stockholders will be able to 
inject themselves into its future management, that the personnel has 
been stabilized by the arrangement, that the plan facilitates the purchase 
of a deceaseds shares without draining one cent from the corporate 
treasury, and that the corporation or stockholders each year are building 
larger cash values in their business insurance policies—will extend a 
more favorable line of credit over the years. These beneficial factors in¬ 
crease the earnings of the corporation during the lifetime of all the 
stockholders. 


An “‘tractive savings medium is provided. The insured buy-seil 
arrangement has often been referred to as an advance instalment method 
of purchasing the shares of a deceased stockholder. This being a fact, 
each premium paid on the insurance under such a plan represents a 
current saving for future benefit. From the standpoint of a close cor¬ 
poration stockholder, no other savings plan can match it. Among the 
many attractive features offered, the most important to him is the fact 
that the savings program is automatically completed for the full amount 
needed on the death of the insured, no matter how little savings actually 
have been made in the form of premium payments. Among other de¬ 
sirable characteristics, the amount required to be saved each year is 
conveaient m size, is made with regularity, and has an element of com- 

Almost f Wlt °k WHlCh fCW SavingS P Jans ever amount to anything). 
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the shares acquired from the deceased paid for in full. Conversely, he 
knows that if he should die first, a dependable continuous market has 
been provided for his stock and that his estate will receive promptly the 
full value of his shares in cash. Each stockholder, therefore, is justifiably 
inspired to contribute his best talents and industry to the promotion of 
the corporate business, secure in the knowledge that if he lives his 
future career will be assured and his ownership in the corporation will 
be enlarged, and that, if he does not survive his associates, his estate and 
heirs will receive full value for his stock enhanced by his hard work. 
Furthermore, each stockholder, cognizant of the fact that if he is first to 
die his estate will receive a specified amount in cash, is able to plan his 
estate efficiently for the welfare of his family. 

Contrast this picture with that of close corporation stockholders with¬ 
out a purchase plan—faced with interference or actual control by out¬ 
siders, possible loss of careers, unknown liquidation losses, unknown 
and speculative estate values for the support of dependents, bickering 
and dissension, and possible lawsuits between widow and survivors. The 
conclusion is inescapable that close corporation stockholders can ill 
afford to deprive themselves and their families of the far-reaching bene¬ 
fits of an insured stock buy-sell arrangement. 



CHAPTER 17 

Retention of Close Corporation 
Stock for the Family 


FACTORS INDICATING RETENTION OF CLOSE 

CORPORATION STOCK 
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of the stockholder performing the personal services. To be suitable, 
the stock should be that of a corporation engaged in a commercial enter¬ 
prise. 

Generally , it should he a controlling stock interest. The stock to 
be retained usually should represent a controlling interest in the corpora¬ 
tion. An exception occurs with respect to the stock interests of members 
of the controlling stockholder’s family. We have already said enough 
about the possibility of a deadlocked corporation to warn against re¬ 
tention of stock in a corporation equally owned by two families. And 
in this regard, the stock equally owned by two married brothers should 
be put in that category. Even though the corporation is operated 
smoothly while both brothers are alive, the possibilities of dissension 
developing after the death of one, if his shares are passed along to his 
heirs rather than being sold to his brother or retired, should be canvassed 
thoroughly before a decision is made on the manner of disposition of 
the stock at death. 

Where retention of a controlling interest seems indicated, the plan 
should be accompanied by agreements to purchase the interest of any 
stockholder outside the family circle upon his death. In Bales Street 
Shirt Co. v. Waite, 130 Me. 352, we saw the trouble that may ensue in 
the absence of such an agreement. Many other cases could be cited on 
this point, but it is too obvious to be labored further. 

it should be a stock interest the owner wants to perpetuate. 
Typical of one type of corporation being discussed here is a company 
founded by the present controlling stockholder. He has succeeded in 
building up a substantial enterprise that often bears his name, as a 
result of his business acumen and some luck, and he wants to perpetuate 
it in the family as a monument to himself. This is fine, provided there 
is another member of the family, such as a son, who is interested in the 
corporation as a business career and who possesses the requisite business 
ability—and provided the other factors are present that indicate suc¬ 
cessful retention of the stock within the family. 

The corporation must have capable successor management. 
Here, we come to the factor that is the sine qua non of successful reten¬ 
tion of a controlling stock interest. Unless this factor is present at the 
stockholder’s death, his interest should be sold or liquidated at that 
time; it would be foolhardy to retain a business interest within the 
family if there is no successor management able to continue it on a 
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profitable basis. Not only must capable successor management be pres¬ 
ent, any necessary steps should be taken now to assure that such manage¬ 
ment will remain with the corporation after the stockholder’s death. 
Some inducements to interest and hold such management will be dis¬ 
cussed later. We add here that there should be no indication that after 
the controlling stockholder’s death those who could succeed to the 
management of the corporation would quarrel among themselves or 
with the successors to the controlling stock interest. This is no problem, 
of course, where a capable and experienced son will succeed both to 
the management of the corporation and to its controlling stock. 

The corporation should have the likelihood of continuing satis¬ 
factory profits. The corporation should not only be one with a rec¬ 
ord of satisfactory profits to date, but one which shows strong likelihood 
that such a record can be continued after the controlling stockholder’s 
death. Furthermore, the present and anticipated profits should be at a 
level higher than mignt reasonably be expected from investing the same 
amount of capital in listed securities. Otherwise, there is no sense in 

passing along to the family the risks inherent in a small corporate 
enterprise. r 


atisfactory profits cannot be anticipated after the stockholder’s death 
i they are dependent upon his services, or upon the services of any 
other individual such as an inventor or other specialist. Nor should the 
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tween that portion to be retained for growth, and that portion to be 
paid out to the stockholders. 

Cash must be available for estate settlement without disrupting 
stock retention plan. Planning for the retention of a stockholder’s 
shares is a futile exercise unless effective plans are made also to supply 
his executor with cash for estate settlement adequate to keep the reten¬ 
tion plan intact. Assuming that we are concerned with a stock interest 
of substantial value, which should be the case if it is to be retained, a 
sizable Federal estate tax may be anticipated. Furthermore, without a 
buy-sell agreement effective to establish the value of the stockholder’s 
shares in his estate and to pour cash into the estate as purchase price, 
special plans for providing cash should be made. Some of these plans 
will be discussed later. The point here is that the estate owner’s plan 
for stock retention may never come to fruition if supplying his estate 
with cash for estate settlement is left to chance. This was what hap¬ 
pened, for example, in Re Setrakian’s Estate, 140 Cal. App. 2d 926, 295 
P.2d 924. The residue of the decedent’s estate which was to include a 
50 per cent interest in one corporation worth over $2 million, and a 25 
per cent in a second corporation worth over $1 million, was directed 
into a trust under his will for the benefit of his four daughters. The 
stock never reached the testamentary trust. Six years after the decedent s 
death, the court ordered the executors to sell all of the stock owned by 
the estate, based upon the following finding: 

No. 12. That the decedent’s estate has now been in the course 
of probate administration for over 6 years, and the reason said 
estate has not been heretofore expeditiously closed and distributed 
is that said estate has had no funds wherewith to pay the afore¬ 
said debts, expenses of administration and legacy, which while not 
determinable with entire accuracy at this time, will approximate 
$170,000.00; that the decedent’s estate has no workable or prac¬ 
ticable way or method of raising the cash funds necessary to be 
raised in order to close and distribute the decedent’s estate except 
by a sale or sales of capital assets of said estate, which said capital 
assets consist almost wholly of the shares of [the two corpora 
tions]. 

The other 50 per cent stock interest in the $2 million corporation was 
owned by the decedent’s brother. Had they set up an insured buy-sell 
agreement for that stock, the estate no doubt could have been settle 
within a period closer to six months than six years, and at ar ess co 
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The stockholder should have other assets that will supply 
family income. No close corporation stockholder should leave his 
family entirely dependent upon whatever income they may receive from 
the corporation. Aside from his corporate stock, he should create reason¬ 
ably adequate sources of income for his family’s support and welfare 
during and after the transition period following his death. Several 
methods of providing such outside sources of income will be discussed 
later. They are necessary because no close corporation, no matter how 
sound or how ably managed, can be expected, month by month and year 
by year, to furnish a steady flow of income. At best, recessions will come 
and go, profits will advance and recede, and the need to plow profits 
back into the business will fluctuate from time to time. At worst, con¬ 
tinuation of the business may prove a failure; no family of a decedent 
should be asked to rely solely on it for needed funds. 

The stockholder’s estate must be capable of suitable division 
among family members. This is a factor that assumes prime im- 
poitance where the controlling stockholder has a capable son associated 
with the corporation to whom he desires to leave the control. He can 
accomplish this by bequeathing his stock to the son, provided he has 

Jl? r° P u hC ^ bec l ueath to other members of the family 

so that each will be treated equitably. If he lacks such other property, he 

ownershiTh “ divisi ° Q ’ at least of of stock 

ownership, by various methods later to be discussed. 
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there are no sons to be groomed to take over, it will be necessary to 
bring new managerial talent into the organization unless such talent 
can be found among present personnel. In any event, it must be located 
and groomed. 

In order to attract the right man from the outside, it may be necessary 
to offer him a stock interest. If so, it usually is desirable to arrange a 
buy-sell agreement with him under which his stock will be repurchased 
or retired upon severance of employment, by death or otherwise. 

Given capable second-line management, special arrangements may 
be necessary to assure that it will remain with the corporation and 
ultimately become successor management. The controlling stockholder 
cannot be sure, of course, that his understudy will survive him. But the 
corporation can insure the new executive’s life so that, should he pre¬ 
decease the controlling stockholder, it will have funds at hand to offset 
the loss of his skill and experience, and to finance his replacement. In 
order to protect against the possibility that the new executive will leave 
the corporation, it may enter into a deferred compensation agreement 
with him, backed by an appropriate amount of key-man insurance on 
his life. Because of rapidly accelerating income tax brackets, deferred 
compensation contracts are becoming one of the most effective tech¬ 
niques for attracting and holding key executives. Life insurance on such 
an executive will protect the corporation in event he dies prematurely, 
and will function to offset the deferred payments if he lives to receive 
them. Furthermore, it will function to finance any payments, either con¬ 
tractual or voluntary, to be made to the executive s widow. Payments 
to her, however, might better be provided through a so-called split- 
dollar insurance arrangement with the executive since the insurance 
proceeds payable under such an arrangement are generally free of 
income tax. 

In order to assure that successor management will stay with the cor¬ 
poration after the controlling stockholder’s death, the latter may pro 
vide special inducements in his will. We saw an interesting application 
of this technique in Matter of Noll, 273 N.Y. 219. The decedent, a so e 
proprietor, directed in his will that the business be incorporated, and 
that the employee who had managed it for him be retained at an a e 
quate salary and given 25 per cent of the stock. Another interesting 

and effective arrangement is portrayed in Kress v. Stanton, 98 • U PP* 
470, aff’d 196 F.2d 499, the details of which will be given later in 
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discussing arrangements to assure the continuation of satisfactory 
profits. 

Assuring a capable employee organization. A controlling stock¬ 
holder will fall short of his objective of successful stock retention for 
his family if, having provided for capable successor management, he 
fails to provide also for a capable employee organization. He has at 
hand several business insurance arrangements that will help build up 

and hold such an organization, arrangements that are attractive also to 
his management personnel. 

Assuming that the corporation has a sufficient number of employees— 
which it should have if its stock is to be retained—it may purchase for 
a low tax-deductible premium, a group life insurance policy that will 
provide every permanent employee with a substantial amount of life 
insurance. It also may protect the employees and make their jobs more 
attractive by purchasing for them and their dependents group dis¬ 
ability, hospitalization and major medical insurance coverage. Again 
the corporation may deduct its premiums as a business expense. 
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pages, and developed and retained a cooperative, loyal, efficient 
and satisfied force of employees. 

Assuring continuation of satisfactory profits. Given capable 
successor management and employee organization, the corporation and 
its controlling stockholder still have additional arrangements that may 
be made to help assure the continuation of satisfactory profits after his 
death. A few of these will be discussed. 

The corporation whose stock is to be retained must have a good 
record of profits to date, but close scrutiny may reveal that the profits 
are coming from a dangerously narrow range of products or items. The 
obvious need here is to broaden the range, to diversify. A corporation 
that generates all of its profits from only one or two sources should 
start immediately on a search for other sources that can profitably be 
fitted into its type of operation. The same principle of diversification ap¬ 
plies where a corporation is manufacturing products for only one or two 
large customers. The stock of such corporations as these, as presently 
operated, involves too great a business hazard to qualify for family re¬ 
tention; the controlling stockholder should move rapidly to correct the 
lack of spread, even though some current profits must be sacrificed in 
the process. 

If the controlling stockholder is actively managing his corporation, 
as is usually the case, the corporation should own adequate key-man 
insurance on his life to help assure continuation of profits after his 
death. An example of the importance of such insurance is found in 
Helen Irene Rhodes, 3 T.C.M. 963, and Fred F. Fischer, 6 T.C.M. 
520. Both cases involved the stock of the Fischer Meat Company. When 
the founder, Otto Fischer, died, the corporate surplus was $45,000, 
key-man insurance on his life increased this figure to $110,000. Obvi¬ 
ously, this increase in the corporation’s surplus supplied it with addi¬ 
tional working capital and funds to stabilize its operations during the 

transition period following the founder’s death. 

In discussing the factors that indicate retention of stock, we pointed 
out that the corporation should have little or no long-term debt owed 
to outsiders since the effect would be to drain substantial earnings away 
from the family. Key-man insurance on the controlling stockholder’s 
life also will function in the event of his death to retire such debt. A 
classic example was reflected in Newell v. Commissioner, 66 F.2d 103, 
(see facts on this at 25 B.T.A. 773). In that case the Ingalls Stone Com- 
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pany, through its president, had negotiated a $300,000 issue of bonds, 
secured by a like amount of insurance on the president’s life. The cor¬ 
poration paid off portions of the bond issue from time to time, and re¬ 
tired the remaining bonds from the insurance proceeds following the 
president's death some years later. 

Under certain circumstances, a controlling stockholder will be in¬ 
terested in having his stock retained for his family’s benefit only for a 
limited period, after which he prefers that the stock be replaced with 
conventional investments. An ingenious arrangement for implementing 
such a plan, an arrangement that assured capable successor management 
and satisfactory profits during the period, is revealed in Kress v. Stanton, 
98 F. Supp. 470, aff’d 196 F.2d 499. In that case the controlling stock¬ 
holder, Frederick J. Kress, owned approximately three-quarters of the 
stock of Kress Box Company after having placed about one-sixth of his 
shares in a living trust. His wife owned a few shares, Vice President 
Le Clere owned a few, and a few were spread among other employees. 
Kress left his shares in a testamentary trust which directed that Le Clere 
have an option, in any of the next ten years in which the corporation 
earned at least 6 per cent on the par value of its stock and the trustees 
decided that he had contributed to such profits, to purchase from the 
mst at book value up to 25 per cent of the outstanding stock. Then at 

. ° f the . ten ^ ears » lf Le Clere h *d purchased 25 per cent of the 
ock, he was given a two-year option to purchase the trust's remaining 
hares but no number less. The options were to terminate if Le Clere 

shares^ t | ie trustees acce P ted an advantageous sale of the 
shares. Following Kress death, Le Clere was elected president of the 

corporation. Profits exceeded 6 per cent, and Le Clere exerted his 

afterfe confer ^ ‘’“J?* ° f **“ outstandin 8 st °* within two years 
ter the controlling stockholder’s death. Thus was a successful stock 

retent,on accomplished, to the benefit of all concerned. 


FOR ESTATE SETTLEMENT 

As we saw in Re Setrakian’s Estate, 140 Cal. App. 2d 926 295 P 2d 
, a stockholder s plan for retention of his stock will be defeated if 
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at this point. The decedent owned 53% per cent of the outstanding stock 
of The Reardon Company, of which he was president. He left 50 per 
cent of his stock outright to his widow, 10 per cent to his brother and 
sisters, and 40 per cent in trust for his minor daughter. His estate was 
worth over $900,000, of which all but about $15,000 represented the 
corporation’s stock. With estate debts, death taxes, widow’s allowances 
and administration expenses totalling about $400,000, the probate court 
ordered the sale of 90 per cent of the decedent’s stock. Fortunately for 
the surviving stockholders, because it shifted control to them, the cor¬ 
poration was in a position to buy the stock for some $942,000. 

Although the decedents in the Setrakian and Moran cases neglected 
to make plans for supplying their estates with cash, the requirement that 
the estate have the necessary cash is a factor that the stockholder may 
bring under control. The first thing he should do, of course, is to ascer¬ 
tain with reasonable accuracy the amount of cash his executor will need. 
Since the amount can be only an intelligent estimate, it should be a 
liberal one. Then, he should consider the various arrangements available 
to supply the projected amount and implement one or more of them 
for the purposes of his estate. 

Partial redemption under aegis of Code Section 303. For¬ 
tunately, this section of the Internal Revenue Code was enacted for the 
specific purpose of making available to many close corporation stock¬ 
holders a prime method of supplying their estates with most of the 
cash that will be needed. The statute lays down certain requirements 
and limitations, and provides that if these are met the redemption pay¬ 
ments will be treated as purchase price for the stock and not the distribu¬ 
tion of a dividend. The statute sets a time limitation on the redemption, 
and limits the distribution in redemption to the aggregate amount of 
allowable funeral and administration expenses, and death taxes plus 
any interest thereon. If the value of the decedent’s stock is included in 
his gross estate and amounts to more than 35 per cent thereof, or to 
more than 50 per cent of his taxable estate, it is eligible for redemption 
under Section 303. If such stock is exchanged for new stock in a tax- 
free reorganization, or new stock is issued as a tax-free dividend on the 
qualified stock, the new stock qualifies for the redemption. Thus, where 
the decedent’s stock represents bare voting control, control may be re¬ 
tained by the redemption of new, nonvoting stock. 

If the stockholder anticipates that the value of his stock will be un- 
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comfortably close to the more-than 35 or 50 per cent borderline for 
qualification, he may increase the applicable percentage by making 
inter vivos gifts of property other than the stock. Or, he may increase 
the value of his stock by having the corporation purchase additional 
key-man insurance on his life. Sale to the corporation of some personal 
insurance, and its replacement with new insurance owned by his wife, 
will have a double-barreled effect; it will increase the stock’s value and 
decrease the value of other property includible in his gross estate. 

The state law and the corporation’s charter must, of course, permit 
the corporation to redeem its stock. Nearly all states permit redemption 
if the corporate surplus is sufficient for the purpose. As a practical matter, 
the corporation needs not only the requisite surplus, but also cash at 
hand with which to make the redemption payments without crippling 
its working capital. The corporation may supply itself with the neces¬ 
sary cash and increase its surplus with the proceeds of key-man insurance 
on the controlling stockholder’s life. Where his stock qualifies, such 
insurance gives the stockholder assurance that the redemption will be 
made and that the redemption payments will pour needed cash into his 
estate. Thus, the insurance so arranged might be said to furnish double¬ 
duty dollars: dollars which first ensure that the corporation has surplus 
out of which to make the redemption and cash in hand with which to 
make it and second, ensure that the executor has cash for estate settle¬ 
ment purposes. The descriptive phrase "double-duty dollars,” however, 
has been appropriated to describe another plan for making a redemp¬ 
tion under Section 303. 


The so-called plan of using double-duty dollars in making a redemp¬ 
tion under Section 303 assumes a corporation has ample surplus for 
redemption purposes, although it might be short of cash for the pur¬ 
pose. Since the corporation does not need to bolster the amount of its 
surplus with the proceeds of key-man insurance, the insurance under 
this plan is arranged differently to play a part in accomplishing a differ¬ 
ent objective: draining off corporate surplus or future earnings for 
family support after the stockholder’s death. This is accomplished by a 
series of steps. The insurance on the stockholder’s life is purchased 
owned by and payable to one or more members of his family. Following 
the stockholder’s death, the insurance beneficiaries lend the proceeds to 
the corporation in exchange for its interest bearing notes or bonds. The 
poration then uses the borrowed cash to redeem stock from the 
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executor under Section 303. Family support comes from the corpora¬ 
tion's tax-deductible interest payments on the notes or bonds, and from 
its ultimate repayment of principal. Principal payments, from the stand¬ 
point of the beneficiaries, are simply a return of their own funds. Thus, 
the insurance dollars are said to perform a double duty: first, dollars 
with which to redeem the stock; second, dollars with which to’support 
the family. Given a corporation with ample surplus, of substantial size, 
and assured earning power regardless of the stockholder’s death, plus 
family members who may be relied on to lend the insurance proceeds 
to it, the plan should function suitably. 

A comparison of the two Section 303 redemption plans is interesting. 
The personal insurance plan patently involves far more risk: risk that 
the corporation will not have the required surplus for redemption pur¬ 
poses; risk that the insurance beneficiaries will refuse to lend a large 
amount of money in hand; risk that the corporation may run into finan¬ 
cial difficulties before it is able to pay back the insurance proceeds bor¬ 
rowed. It saddles onto the corporation a substantial fixed obligation at 
just the time when it must readjust for the loss of its key stockholder. 
These risks are foreign to the key-man insurance plan. 

The personal insurance plan has the advantage of draining off some 
of the corporation’s future earnings in the form of tax-deductible in¬ 
terest payments, and probably of draining off some of the corporation’s 
surplus in principal repayments. These advantages obviously are de¬ 
pendent upon a strong corporation whose profit-making ability will not 
suffer from the death of the controlling stockholder. From the stand¬ 
point of the family, it is imperative that other assets be available to 
supply dependents with basic income. 

The personal insurance plan appears to have an estate tax advantage 
over the key-man insurance plan, since the latter should enhance the 
value of the decedent’s stock in his gross estate. In fact, it is relied on 
to do so where otherwise such value might not qualify for a Section 303 
redemption. But that is only part of the tax picture; the income tax pic¬ 
ture should be viewed also. 

Under the key-man insurance plan, the corporation will pay the 
insurance premiums—let us say a total of $100,000 in a given case. If 
the personal insurance plan is used instead, this $ 100,000 either will be 
accumulated by the corporation to increase the value of the decedent s 
stock—thus tending to equalize the estate tax results—or will be paid 
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to the stockholders as dividends and be pared down substantially by 
personal income taxes. What is left would have to be supplemented by 
other personal income—after tax—to make the premium payments. 
Consequently, the personal insurance plan appears to have an income 
tax disadvantage, coupled with the disadvantage of reducing substan¬ 
tially the spendable income of the premium payers. 

In summary, each plan has its own collateral objectives, and its 
peculiar advantages and disadvantages. The stockholder should study 
both in the light of his own situation and objectives, and then choose 
the most suitable plan for his corporation, estate and family. 

For many stockholders the value of stock will not exceed 35 per cent 
of the gross estate, but will exceed 50 per cent of the taxable estate if 
the wife survives so as to preserve the marital deduction. Given these 
circumstances, the stockholder should protect against his wife dying 
first. One effective plan is to insure her life and place the policy in an 
irrevocable funded trust for the benefit of the children or other heirs. 
The trustee should be authorized to purchase assets from the estate of 
either spouse. If the wife predeceases the stockholder, the insurance 
proceeds will help offset the loss of the marital deduction in his estate 
and the chance to make a Section 303 redemption, and at the same time 
give his executor a possible source of estate cash. If she survives him, 
her estate will have substantial cash needs and her executor will have 
a source of cash through the trustee. 

Insurance on stockholder’s life. Where a Section 303 redemp¬ 
tion is entirely out of the picture, estate cash can best be supplied by 
some plan that will call for insurance on the stockholder’s life sufficient 
for the purpose. If he has a son active in the business who is to succeed 
him, for example, a purchase agreement may be entered into whereby 
the son will buy enough stock at his father's death to supply the cash 
needed by his estate. The agreement will be financed with insurance 
on the father's life owned by, and payable to, the son. In fact, such a 
plan is required in many situations for the purpose of dividing the 
stockholder's estate equitably among the members of his family. Failing 
such a plan, one of the regular insurance plans for supplying the estate 
with cash should be set up; in the final analysis, such cash must be pro¬ 
vided if the stock retention plan is to be feasible. 

Instalment payment of estate tax under Section 6166. On the 
matter of providing cash for the estate, we add only that the provision 
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in section 6166 of the Internal Revenue Code for payment of the Fed¬ 
eral estate tax attributable to the corporation’s stock in 10 annual instal¬ 
ments with interest is too costly as well as too impracticable, even 
though it might be available. The statute contains so many qualifica¬ 
tions, limitations and tax traps that it "should be avoided like the 
plague," as one prominent authority put it. 

BUILDING OTHER ASSETS FOR FAMILY INCOME 

As we have stated, a stockholder who desires to retain his stock in¬ 
terest should create other reasonably adequate sources of income for his 
family’s support and welfare; he should not leave them entirely de¬ 
pendent upon whatever they may receive from the corporation after his 
death. He has several methods available for providing such income. 

Personal life insurance . The stockholder should set up a pro¬ 
gram of personal life insurance that will at least provide for the mini¬ 
mum income needs of his family. Optional settlements will provide 
guaranteed income, and will enable his wife to benefit from the $1,000 
annual income tax exclusion of the interest element therein. 

Tax-free death benefit. The stockholder should schedule a $5,000 
tax-free death benefit from his corporation under Section 101(b) of the 
Internal Revenue Code. Although the amount is not too impressive in 
the case of a controlling stockholder, this is an income tax exemption 
that should not be overlooked. 

Pension and profit-sharing plans. The stockholder has an ex¬ 
cellent opportunity to build up substantial funds by establishing quali¬ 
fied pension and profit-sharing plans through his corporation and be¬ 
coming a participant therein. Substantial amounts of life insurance may 
be purchased under these plans, if desired. Funds contributed to these 
plans grow free of income tax. The stockholder can select joint and 
survivor payments under these plans, thereby guaranteeing his wife a 
lifetime survivorship income. Or, he can create a living trust and desig¬ 
nate it as the beneficiary of any lump-sum distribution payable at his 
death. As this is written, the lump-sum distribution will qualify for 
capital gains treatment, and the trust qualifies as a named beneficiary to 
eliminate Federal estate tax on the amount attributable to the corpora¬ 
tion’s contributions. Furthermore, the trust may be arranged so as to 
save Federal estate tax on the income beneficiary’s death. The estate tax 
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would apply, however, if the distribution is payable to the stockholder’s 
estate; for this reason, such distributions are not desirable sources of 
estate cash unless payable to a named beneficiary under a special arrange¬ 
ment, such as might be made with a trust, authorizing it to purchase 
assets from the stockholder’s estate. Furthermore, a participant may 
not provide that his retirement benefits be accumulated and held until 
his death. 

The foregoing and other methods are available to the stockholder 
for providing income for his family from sources outside the corpora¬ 
tion. Such income is important for two solid reasons. It protects his 
family in the event the corporation gets into financial difficulties. It 
enables his successor to operate the corporation as a businessman should 
operate it: conserving some of the earnings, rather than paying out 
every cent in current dividends. 


TESTAMENTARY AND OTHER ARRANGEMENTS 

FOR STOCK RETENTION 

A controlling stockholder has two basic arrangements for disposition 
of his stock under his will: one or more outright bequests of the stock, 
with or without conditions attached, or bequest of the stock to a testa¬ 
mentary trust. In any event, he has the problem of providing for reten¬ 
tion of the stock in such a manner that suitable provision will be made 
for each member of his family without jeopardizing the continued 

success of the corporation. Sometimes a simple plan will do; sometimes 
a complex plan is required. 

Specific bequest of the stock. A condition precedent to such a 
isposition is a prospective heir willing and capable of stepping into 
the controlling stockholder’s business shoes. Thus, if he has a son with 
the ability and experience to continue the corporate operations success- 
ully, bequest of the stock to him should be all that is required, if there 
is no problem of equitable division of the estate. If two such sons are 
m the business, the stock could be divided between them. 

If the stockholder has other property sufficient to treat the other 
members of the family equitably, he plans his will accordfngly Wh te 
that is not the case, he will have to work out another solution Snre„t' 
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likely, it would sow the seeds of family bickering and discord. One 
obvious solution, already mentioned, calls for an agreement whereby 
the son will purchase an amount of his father’s stock sufficient to ac¬ 
complish an equitable division of the latter’s estate. 

Assume, for example, that the stockholder has a wife, a son associated 
with him in the corporation, and a daughter. His stock is worth 
$100,000, and his total net estate is estimated at $240,000. His son is to 
receive the stock, but he wants his wife to receive one-half of his net 
estate, and each child to receive one-fourth. This logical division will 
be accomplished if the son purchases at his father’s death $40,000 of 
the stock with a like amount of insurance on the father’s life, the pro¬ 
ceeds of which the son will pay into the estate. The stock bequeathed to 
the son will be worth $60,000. The remaining estate property comprises 
$140,000 plus the $40,000 insurance proceeds, of which $120,000 will 
go to the wife and $60,000 to the daughter. Similar solutions can be 
worked out to fit any reasonably similar family and estate situations. 
While exact figures cannot be known in advance, sufficiently close 
estimates usually can be made to make the method practicable. 

Another method of equitably dividing the stockholder’s estate calls 
for recapitalizing the corporation before his death. For example, non¬ 
voting preferred stock may be issued and bequeathed to his wife, with 
voting common bequeathed to the son active in the business. Much 
could be written about the possibilities of recapitalization, but it would 
take us beyond the scope of this book. Its ramifications, however, should 
be probed by the stockholder who plans to retain his stock for the 
benefit of his family. 

Sometimes a stockholder will create what amounts to a division of his 
estate by attaching a condition to the bequest of his stock. This is what 
the stockholder did in Meyer son v. Malinotv, 231 S. C. 14, 97 S.E.2d 88 
(1957). The decedent and his two sons by a former marriage each owned 
one-third of the stock of an iron and metal company. His will be¬ 
queathed his stock to his sons subject to a charge upon the stock that 
the sons pay to his widow $50 a week "as long, during her life or 
widowhood, as she shall reside in Spartanburg County.” The sons paid 
the weekly charge for five years and then stopped. The court held them 
liable for the weekly amount up to the date of the widow s death, which 
occurred while the action was pending. Because of the family relation¬ 
ship of the survivors, the decedent might better have sold the stock to 
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his sons at his death and provided for his widow out of the purchase 
price. 

Another will provision for equitable division was involved in Garner 
v. Beskin, 198 Va. 653, 96 S.E.2d 117 (1957). There, the decedent and 
her son each owned one-half the stock of a department store. She was 
survived by the son and a daughter. She bequeathed her stock to the 
son with the proviso that if the bequest amounted to more than one-half 
of her estate the son was directed to pay the difference in money to her 
daughter ’'so that each of my said two children will receive an equal 
amount from my estate.” This proviso accomplished its purpose, but 
the decedent had cut the estate division so fine that it took Virginia’s 
top court to settle a dispute over valuation. 


When taking up the subject of suitable division of the controlling 
stockholder’s estate, we stated that spreading the stock among the vari¬ 
ous members of his family was no solution, but was an invitation to 
family dissension following his death. Many cases show this to be true. 
A typical example is Black v. Parker Manufacturing Co., 329 Mass. 105, 
106 N.E.2d 544 (1952). The decedent left his controlling stock interest 
to his son, but left small minority interest to each of three daughters. 
One daughter sued her brother and the corporation, claiming that he 


was receiving an excessive salary from the corporation; further, that he 
had started other businesses in order to siphon off profits for himself 
alone. The daughter’s suit was unsuccessful, but the case shows the folly 
of spreading small amounts of stock around among family members. 
The controlling stockholder and his son should have had an agreement 
whereby the son would have purchased from the father’s estate the stock 
he unwisely bequeathed to his daughters. 

Another example of family dissension caused by spreading stock 
around is reflected in two cases referred to previously in this chapter: 
Heien Irene Rhodes, 3 T.C.M. 963, and Fred F. Fischer, 6 T.C.M. 520. 
On the decedent's death, his son inherited stock control of the Fischer 
Meat Company and became its president and manager. But the de- 
cedent’s widow and two daughters held minority interests, acquired by 
gj te and bequests from the decedent. One daughter was dissatisfied 
with her legacy, and became dissatisfied with her brother’s management 
of the corporation and its failure to pay dividends. She threatened court 
proceedings to have her father’s will declared invalid, and to have a 
receiver appointed for the corporation. The upshot was a redemption 
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of her stock at a price nearly double its book value. Her Tax Court case 
held that she had realized ordinary income on the redemption of some 
of her shares. Her brother’s case held that the redemption of his sister's 
stock did not result in a dividend to the remaining stockholders. Here 
again, an estate division plan was needed. It could have been accom¬ 
plished by an agreement whereby the son would have purchased at his 
father s death the shares that, without such an agreement, sowed the 
seeds of dissension. 

Testamentary trust of the stock. A bequest of close corporation 
stock in trust for the controlling stockholder’s family is a desirable ar¬ 
rangement in many situations. The trust accomplishes an equitable divi¬ 
sion of the stockholder’s estate without dissemination of stock owner¬ 
ship among the various members of the family, and at the same time 
achieves centralized supervision and voting control. It allows whatever 
division of the corporation’s dividend income the circumstances of the 
family members warrant, and such division can result in substantial in¬ 
come tax savings. It can be arranged so as to save the second estate tax 
on the stock, if that objective is desired. Or, it can span the period until 
the son becomes qualified to take over. 

If the stockholder plans to bequeath his shares to a trust under his 
will, the corporation should possess all of the factors favoring retention 
previously discussed. Of special importance here are ample capital, 
capable successor management and arrangements that will assure the 
payment of dividends. In most instances, the corporation whose stock 
is to be retained should be of substantial size, larger than might be 
required were the stock to be bequeathed outright to a son who is active 
in the business. Where the corporation is quite small, the trustee will 
have little chance of success if business conditions take a bad turn. This 
is what happened in Blauvelt v. Citizens Trust Co., 3 N.J. 545, 71 A.2d 
184 (1950). 

In that case, the decedent owned most of the stock of a small laundry 
company, each of his two sons and an employee owning the few other 
shares. He and his sons had operated the business successfully for a 
number of years, and following his death in 1927 his stock went into 
a testamentary trust along with his mill property on which it was located. 
The trust was to pay from its income $150 monthly to his widow, with 
any excess income to be accumulated for the sons. It was to continue 
during the lifetimes of the widow and sons. The decedent’s shares were 
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worth less than $40,000 at his death, and the mill property was worth 
about $20,000 subject to a $10,000 mortgage. The depression struck 
in 1929, and the monthly payments to the widow were discontinued in 
March 1932 for lack of trust income. She died in 1935. The trustee sold 
the mill property in 1944; and it sold the laundry business in 1947 "for 
a sum sufficient to satisfy all of its creditors but leaving nothing for dis¬ 
tribution to the stockholders.” Under the circumstances, the court re¬ 
fused to hold the trustee liable for the losses incurred. The case, how¬ 
ever, teaches some lessons. Basic is the fact that the corporation was too 
small to place in trust for the duration of three lives. It was certainly 
too small to be relied on for support of the stockholder's widow, with 
or without a business depression. 

The stockholder should possess stock that will give the trustee voting 
control, and should make sure that his executor has ample cash with 
which to settle the estate so that the controlling stock will reach the 
trustee. This was the flaw that defeated testamentary trust plans with 
respect to close corporation stock, you will recollect, in the Setrakian 
and Moran cases. In this connection, the stockholder should have estate 
tax estimates made from time to time since the value of his stock will 
not be established as in the case of a buy-sell agreement. He must con¬ 
sider, of course, whether the contemplated trust will qualify the stock 
for the estate tax marital deduction. 


Usually the stockholder should select as trustee a willing trust com¬ 
pany, experienced in supervising businesses. Where it appears advan¬ 
tageous, he may designate as co-trustee an individual familiar with the 
business. He will be well advised, however, to select a co-trustee who 
will not have a conflict of interest with the trust beneficiaries. Other 
members of the family who own stock of the corporation and are active 
in its management are not desirable as trustees. Their primary interest 
lies m salaries and in conserving profits for growth, thus conflicting with 
the interest of the trust beneficiaries in corporate dividends. Neverthe- 
ess, many stockholders refuse to follow this advice; and most of the 
awsuits against trustees of close corporation stock stem from such re¬ 
fusal. Let us look at just one of them. 

In re Keys,on's Es,a,e. 102 Cal. App.2d 223, 227 Pac.2d 1 7 (1951) 

sadd^^^f ° Wned l ’ 450 ShaCeS and h ‘ S br0ther 500 shar “ of a 
saddle manufacturing company. The decedent died in 1945. His will 

provided a testamentary trust of his shares, with his brother as tLTtee 
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and his widow and minor sons as beneficiaries. The trustee sold 200 
shares to his father for cash to pay death taxes, leaving 1,250 shares in 
trust valued at about $81,000. The corporation was authorized to issue 
700 additional shares in 1946; these were purchased by the brother to 
bring his shares to 1,200. Thus, the shares he held in the testamentary 
trust were diluted to a minority interest. A fair amount of dividends 
were paid to the trust beneficiaries in 1946 and 1947, advances of funds 
were made to them in 1948 and 1949, but nothing was paid to them 
the following two years. The widow petitioned for removal of the de¬ 
cedent’s brother as trustee on the ground that he was using the corpora¬ 
tion for his own purposes. His corporate salary was $1,000 per month, 
but he voluntarily reduced it to $750 monthly ten months before trial. 
He was not removed, but ordered to render an accurate accounting. The 
case was remanded to see whether some trusteed stock should be sold 
to pay expenses and advances made. 

In that case we see a trustee with interests that conflicted with the 
beneficiaries’. But that was not all that was wrong. There was no cash 
with which to pay estate settlement costs, a fact that started the events 
leading to the change in the trust holdings from a controlling to a 
minority interest. Basically, the company was too small to assure reason¬ 
ably steady dividends; it was a two-man corporation the stock of which 
should have been subject to a buy-sell agreement rather than a testa¬ 
mentary trust. 

The stockholder should discuss his contemplated trust plan with the 
trustee he intends to designate, and ascertain whether the trusteeship 
will be accepted. Then he should discuss the details and eliminate any 
contemplated provisions which the trustee does not consider workable 
or feasible. He should give the trustee adequate express powers and 
authority, since the statutes will fall short of doing so. He should in¬ 
clude provisions to protect the stock from dilution by giving the trustee 
the authority to acquire a proportionate part of any additional stock, 
whether a new issue or resold treasury stock. Thus, the trust corpus 
should contain assets other than the corporate stock. 

The stockholder should limit the trust duration to a reasonable 
period, such as the remaining lifetime of his widow or until his son (or 
sons) has reached maturity and has demonstrated his ability to operate 
the business successfully. In the Blauvelt case, for example, we saw a 
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trust term far too long; with two sons in the laundry company, that trust 
should have provided for termination at the widow’s death. 

The stockholder also should discuss his contemplated testamentary 
trust with his wife, and include provisions therein or elsewhere which 
should assure that she will not upset his plan by electing against his 
will. Without such assurance, an inter vivos trust of the stock would be 
indicated. 


CONCLUSION 

A fitting way to close this discussion of stock retention is to return to 
the case of Kress v. Stanton, 98 F. Supp. 470, aff’d 196 F.2d 494, be¬ 
cause it reflects well the factors necessary for successful retention of 
close corporation stock. There, the decedent was the controlling stock¬ 
holder of a profitable commercial corporation worth over $2 million at 
his death. It had capable successor management: Le Clere. There must 
have been cash available for estate settlement, since the decedent’s 
stock was trusteed as planned. Living and testamentary trusts of the 
stock were created, with a corporate trustee; there was no trustee with 
interests conflicting with the interests of the trust beneficiaries. There 
was an optional limited period of stock trusteeship. The trust arrange¬ 
ment provided an incentive plan to hold the key executive and to assure 
satisfactory profits during the trust term. When such factors as these 
are present, the stockholder has the factors at hand to assure successful 
retention of his stock. 
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368 

Federal estate tax and, 348, 426, 428- 
450 

Federal income tax and, 347-349, 
401, 423-427 
financing of, 345-346 
first-offer commitment in, 366 
parties to, 365 

purchase price, statement of in, 367- 
373 

revocation of, provision for, 391-392 
stock retirement (see Stock retire¬ 
ment plans) 

termination of, provision for, 391-392 
types of, choice of, factors in, 346-349 
unusual situations in, 417-422 
valuation formula in, 367-373, 379 
Inter vivos transfers, 338-339, 467 
Internal Revenue Code, 118, 267, 394, 
403-404, 408-410, 414, 421, 466- 
470 

Intestate laws, 11, 135, 148, 155, 305 

J 

Jacob, Francis W., 63 
Joint tenancy, 186-187 
Jumbo group life insurance, 423-424 

K 

Key-man life insurance, 92, 111-113, 
259, 404-405, 425, 464-465,467- 
469 

L 

Lewis, William Draper, 131 
Liabilities, corporate, 293-296, 298, 299 
in partnership, 8, 128, 136-137, 298 
large, problem of in continuation 
plans, 259-260 

in sole proprietorship, 6, 8, 10, 18 
Life insurance (See also Life insurance 
policies) 

on family corporation stockholder, 
469, 470 

jumbo group, 423-424 
key-man, 92, lli-113, 259, 404-405, 
425, 464-465, 467-469 
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Life insurance ( Cont .): 

premiums on, payment of, by cor¬ 
poration, 375-377, 400-403 
in partnership, 191, 210, 214, 218, 
229, 236-239 
by proprietor, 108 
by purchasing employee, 107-108 
taxable income and, 118, 218, 267, 
347, 401-402, 423-424 
pooling of, 238-239, 376-377, 391 
proceeds of, purchase price and, 228- 
229, 231, 252-253, 374-375, 379 
taxable income and, 111, 118-120, 
215, 218, 242, 267-271, 401-103, 
424-425 

on purchasing employee, 112-113 
on surviving partners, disposition of, 
231-234 

on surviving proprietor, disposition 
of, 111-113 

on surviving stockholders, collateral 
assignment of, 375 
disposition of, 389-391 
Life insurance policies, addition of, pro¬ 
vision for, 104-105, 227-228 
373-374 

as assets, corporate, 348, 400 
partnership, 214-215, 239 
control of, provision for, 108, 229- 
230, 377 

scheduling of, 227, 373 
substitution of, provision for, 104- 
105, 227-228, 373-374 
withdrawal of, provision for, 104- 
105, 227-228, 373-374 
Limited partnership, 106-107, 127-130, 

Limited Partnership Act, 154 
Liquidating ^trustee, surviving partner 

avoidance of, 205-206 

° D l0 c WeS ’ av °ldance of, 205 
Liquidation of partnership, 129-130, 

135, 138-149 
alternatives to, 150-188 
economic effects of, 146-149 
Ljvmg trust agreement, 85, 477 
Loosedeaf services, 288, 450 
Losses, liquidation, avoidance of, 205 

M 

317-M° Ider - death ° f ' 30M0e . 
Marshal], Chief Justice, 275 


Massachusetts statute on business con¬ 
tinuation, 52-53, 61-62 
Michigan statute on business continua¬ 
tion, 51 

Minor heirs, 29-31, 43-14, 157 
Minority stockholder, death of, 306-311 
319-332 

Missouri statute on business continua¬ 
tion, 51, 56, 154 

Mobilia sequuntur personam, 133 
Model Probate Code, 51 

N 

New English Dictionary, 3 

New partnership, with executor, 166- 
167 

with heirs, 154-157, 166-167, 172-174 
New York Business Corporation Law 
398 

New York Insurance Department, 424 
New York Insurance Law, 424 
New York Limited Partnership Act, 132 
New York Partnership Law, 133 
New York Penal Law, 288-289, 396 
New York Stock Exchange, 369 
Non-cumulative stock, 282-283 
Non-stock corporation, 277 

O 

Officers, corporation, 292, 294, 298 
Option agreement, corporation, 339- 
342, 441-450 
partnership, 176-178 

Ownership, stock, transfer of, 280, 284- 
285 


Partial stock redemption, 468-469 
Participating stock, 282 

Parties to insured buy-sell agreements, 
partnership, 222-223 
proprietorship, 98 
stock, 365 

Partnership, 125-130 
assets of, 132, 135 

Uf ^J surance Policies as, 214-215, 

hqmdation, effect of on, 144, 146- 

authority in, delegation of, 134 
as beneficiary, designation of, 254- 
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Partnership ( Cont.): 
continuation of, 150-188 
agreements for, 167-188 
buy-sell agreement for, financing 
of, 188, 190-191 
insured (see Partnership insured 
buy-sell agreement) 
validity of, 180-181 
mere, 150-154 

statutory authority for, 154, 162- 
163 

survivorship agreements for, 178- 
180 

validity of, 182-188, 249-250 
usual problems in, 256-265 
will provisions for, 164-167 
definitions of, 125-126 
dissolution of, 129-130, 135, 138-140 
causes of, 139-140 
general effect of, 140 
dower rights in, 132 
formation of, 126-127 
general, 106, 127, 129-130 
insured buy-sell agreement, benefits 
of to, 210-211 
interest in, 132-133 
book value of, 225-226 
of deceased partner (see Deceased 
partner) 

liquidated value of, 165-166, 177- 
178, 180 

payments for, income tax status of, 
216-218 

purchase price for, and insurance 
proceeds, difference between, 
228-229, 231, 252-253 
sale of interest by estate, 268-269 
joint tenancy of, 186-187 
liabilities in, 8, 128, 136-137, 298 
large, problem of in continuation 
plans, 259-260 

limited, 106-107, 127-130, 255 
liquidation of, 129-130, 135, 138-149 
alternatives to, 150-188 
economic effects of, 146-149 
liquidation losses of, avoidance of, 205 
new, with executor, 166-167 

with heirs, 154-157, 166-167, 172- 
174 

personal-service, 216, 260-265 
professional, 260-265, 297-298 
profits of, sharing of, 132-133, 135 
in business continuation, 151-153, 
155-156, 165-166, 168-169, 172, 
175-17$ 


Partnership (Cont.): 
property rights in, 128-129, 131-135 
surviving partner in (see Surviving 
partner) 

tenants in, 131, 132, 135, 186-187 
termination of, 138-139, 141-149 
two-man, 232, 234, 236-237, 242 
uninsurable partner in, 257-259 
winding up of, 129-130, 135, 138-149 
Partnership insured buy-sell agreement, 
189-235 (See also Life insur¬ 
ance) 

amendment of, provision for, 235 
beneficiary arrangements in, 230-231, 
240-255 

benefits of, 204-211 

to estate and heirs, 208-210 
to partnership, 210-211 
contents of, 220-235 
cross-purchase, general discussion of, 
212-219 

entity, general discussion of, 212-219 
Federal estate tax and, 215-216, 223, 
226, 242-243, 252, 270-272 
Federal income tax and, 216-219, 
226, 242, 251-252, 266-270 
financing of, 191 
first-offer commitment in, 223 
fully-insured, 208 
parties to, 222-223 
purchase price, statement of in, 224- 
226 

revocation of, provision for, 235 
specific performance of, court re¬ 
quirements for, 200-203, 206-207 
termination of, provision for, 235 
two-way, 102 

type of, choice of, factors in, 212- 
219 

validity of, 192-200 
valuation formula in, 224-226 
Pennsylvania law, on business continu¬ 
ation, 30-31, 56-57 
intestate, 155 

Pension plans, 463, 470-471 
Personal beneficiaries, of partners, des¬ 
ignation of, 243-254 
of stockholders, designation of, 384- 
389, 401 

Personal representative, ability of, im¬ 
portance of, 66, 70-71, 75-76 
corporation, continuation of by, 301- 
303 

ind emnifi cation of, 22-23, 45 
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Personal representative, ability of, im¬ 
portance of ( Cont .): 
as partner, agreement for, 175-176 
statutory authority for, 154 
sole proprietorship, continuation of 
by, 16-47 

Labilities in, 18, 22-23, 26-28, 31- 
38, 45, 50, 52 

Personal-service corporation, 457-458 
Personal-service partnership, 216, 260- 
265 

Power of attorney, 116 
Powers, corporate, 286-289 
Preferred stock, 282-284 
Preferred stockholder, stock retirement 
and, 399-400 
Private corporation, 277 
Probate courts, 11, 18, 19, 25, 37, 48- 
51, 155 

Proceeds, insurance, purchase price and 
228-229, 231, 252-253, 374-375 
379 

taxable income and, 228-229 231 
252-253, 374-375, 379 
Professional corporation, 286, 457-458 
Professional partnership, 260-265, 297- 
298 

Profit-sharing plans, 115-116, 463, 470- 
471 

Profits, corporate, average, straight capi¬ 
talization of, 370-373 
distribution of, 135, 277, 280-283 
299, 306 

stock redemption, effect of on, 410- 
411 


partnership, sharing 
135 


of, 7, 132-133, 


in business continuation, 155-156 
165-166, 168-169, 172, 175-176 
sole proprietorship, 7-9 
unaccounted-for, 19-21 
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“ Partnership, 128-129, 131-131 
m s ° le Proprietorship, 5 
of widow, 68-69 

Soorietn r v P (S6e S ° le P ro Prietor ; 

Proprietorship insured buy-sell a 

ment, 85-121 (See also Lif 
surance) 

of * Provision for, 1] 
l arrangements in, 10£ 

benefits of, 92-95 



Proprietorship insured buy-sell agree¬ 
ment (Con*.): 
benefits of (Cont.): 
to proprietor, 94, 95 
to purchasing employee, 91, 92 
94-95, 115-116 
contents of, 96-117 
Federal estate tax and, 120-121 
Federal income tax and, 118-120 
financing of, 89-90, 104 
first-offer commitment in, 99 
insurance trust plan in, 108-110 
parties to, 98 

purchase price, statement of in, 99- 
107 

revocation of, provision for, 116 
specific performance of, court re¬ 
quirements for, 91 
tax problems involved in, 118-121 
termination of, provision for, 116 
validity of, 90-91 
valuation formula in, 99-104, 109 
Proxy, 283 

Public corporation, 277 
Purchasing employee, assets acquired 
by, 99-103, 113-115 
cost basis of, 119-120 
as beneficiary, 110 
insurance premiums, payment of by 
107-108 

insured buy-sell agreement and, 91, 
92, 94-95, 115-116 
life insurance on, 112-113 
power of attorney of, 116 

R 

Receivership, 148, 152-153, 169-170 
176, 334 

Redemption of stock, distributions in 
408-410 

effect of on corporate earnings and 
profits, 410-411 
partial, 466-469 

Retirement of stockholder, financial ad¬ 
justment at, 403 

Rhode Island laws, 51, 182 

S 

Salaries, corporation, 310-311, 321-324 
326-327, 329, 334, 341 

hole proprietorship, 3-9 
advantages of, 7 
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Sole proprietorship (Cont.): 
assets of, 5, 9, 10 
cost basis of, 119-120 
gross-purchase plan for, 99-102, 
113-115, 119 

business debts of, provision relating 
to, 113-115 
continuation of, 16-91 
buy-sell agreement for, 86-91 
financing of, 88-90 
insured (see Proprietorship in¬ 
sured buy-sell agreement) 
parties to, 87-88 
validity of, 90-91 
on consent, of all parties, 36^47 
of heirs, 29-38 
by court order, 48-57 
statutory authority for, 51-57, 
61-63 

by heirs, 21-22 

liabilities in, of consenting heirs, 
31-33, 36-38 

of personal representative, 18, 
22-23, 26-28, 31-38, 45, 50, 
52 

living trust agreement for, 85 
oral directions for, 58-59 
by personal representative, 16-47 
unauthorized, 16-47 
by widow, undesirability of, 72-75, 
79 

will provisions for, 11, 59-84 
hazards in, 66-69, 79 
definition of, 3-4 
disadvantages of, 8-9 
employees in, effect of termination 
on, 12 

estate creditors of, 33-35, 38-47 
formation of, 4-5 
incorporation of, 10 

statutory authority for, 56-57 
will provision for, 76-79 
liabilities in, 6, 8, 10, 18 
losses in, 8, 9 

of consenting heirs, liability for, 
36-38 

profits of, 7-9 

unaccounted-for, 19-21 
property rights in, 5 
of widow, 68-69 

purchasing employee in (see Pur¬ 
chasing employee) 
sale of by estate, 118-119 
specific bequest of, 80-82, 83-84 


Sole proprietorship (Cont.): 
termination of, 10-13 
by death, 9, 10-11 
economic effects of, 12-13 
voluntary, 10 

trade creditors of, 23-26, 33, 38-47 

Sole stockholder, death of, 301-303, 
313-317 

Specific bequest, of sole proprietorship, 
80-82, 83-84 
of stock, 471-474 

State death taxes, 272, 421-422, 450, 
465-466 

Statute of Frauds, 126 

Statute of Wills, 184 

Stock, book value of, 369-373, 396, 
399, 411-412, 448 
capital, 276, 277, 280, 282, 290, 322, 
412-413 

common, 282-284, 321-322 
corporation purchase of, effect of on 
survivors’ shares, 411-413 
cumulative, 282-283 
of deceased stockholder, sale of by 
estate, 425-426 
cost basis of, 426-427 
dividends on, 7, 135, 277, 280-283, 
291, 306, 310-311, 321, 322, 
412-413, 418 

income tax basis of, 347, 412, 413 
non-cumulative, 282-283 
ownership of, transfer of, 280, 284- 
285 

participating, 282 
preferred, 282-284, 399-400 
purchase price for, insurance pro¬ 
ceeds and, 374-375, 379 
unpaid balance of, collateral secu¬ 
rity for, 375 

redemption of, distributions in, 408- 
410 

effect of on corporate earnings and 
profits, 410-411 
partial, 466-469 

retention of (see Stock retention) 
specific bequest of, 471-474 
testamentary trust of, 474-477 
treasury, 412-413 

value of, establishment of for Fed¬ 
eral estate tax, 411, 432-450, 
460 

Stock retention, 457-477 
arrangements in, 461-477 

estate settlement, providing cash 
for, 460, 465-470 
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Stock retention (Cont.): 
arrangements in ( Cont .): 

family income, building of assets 
for, 470-471 

interest to be retained, safeguard¬ 
ing of, 461-465 

stock, specific bequest of, 471-474 
testamentary trust of, 474-477 
factors indicating, 457-461 
Stock retirement plans, 346-349, 393- 
416 

beneficiary arrangements in, 400-403 
characteristics of, 394-395 
enforceability of, 398-400 
legality of, 395 

specific performance of, court require¬ 
ments for, 396-398 
of Subchapter S corporations, 415- 
416 

tax problems involved in, 347-349, 
401-415 


usefulness of, 393-394 
validity of, 395-398 
Stockholders, death of, financial adjust 
ment at, 403 

deceased, stock acquired from, 425 
426 

cost basis of, 426-427 
disproportionate stockholdings of 
417-419 

drone, 300, 304, 455 
equal, death of, 311-312, 332-336 
estates of, as beneficiaries, 382-384 
family corporation, life insurance on, 
469, 470 

insured buy-sell agreement, benefits 
of to, 454-456 

liabilities of, 295-296, 298, 299 
majority, death of, 303-306, 317-319 
minority .death of, 306-311, 319-332 
persondabeneficiaries of, designation 

»*SS££* retirement P lam and, 

tetile ™403 O{ ’ BauM ad i ustment 
nghts of, 135 , 280-285, 290-291 
sole, death of, 301-303, 313-317 
survmng (see Surviving stock- 

holders) 

uninsuj able, 419-420, 425 

^oV 3 ^ 280 ' *“■ 


Subchapter S corporations, 414-416 
Surviving partner, as beneficiary, 240- 
241 

burden of proof on, 144-146, 206 
competition of, agreement against, 
157-158 

insured buy-sell agreement, benefits 
of to, 204-207 

interest of, income tax basis of, 218- 
219 

purchase of by heirs, 157-158 
life insurance on, disposition of, 231- 
234 

as liquidating trustee, 141-146 
avoidance of, 205-206 
liquidation, effect of on, 148-149 
Surviving stockholders, as beneficiaries, 
380-382 

corporation stock purchase, effect of 
on, 411-413 

insured buy-sell agreement, benefits 
of to, 451-452 

life insurance on, collateral assign¬ 
ment of, 375 
disposition of, 389-391 
Survivorship agreements, 178-180 
validity of, 182-188, 249-250 

T 


rax-rree aeath benefit, 470 
Tenants in partnership, 131, 132 135 
186-187 

Termination of sole proprietorship, 10 - 
13 

causes of, 10-11 
economic effects of, 12-13 
Testamentary trust, 69-70, 75-76 143 
402, 409 * ’ 

of stock, 474-477 

109 * 198-199, 

222-223, 248, 381, 400 

26 33. r 38^7 propri «°^P. 
Transfer-for-value rule, 347 
Treasury stock, 412-413 

Trust plans, insurance, 69-70 108-1 in 
, 230-231, 400-403 °’ 

living, 85, 477 

testamentary, 69-70, 75-76. 143, 402, 
of stock, 474-477 

rUStee 4M-40 b r DefiCi “ y ’ 109, 378 ^ J8 °- 

contingent, 66 
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Trustee, as beneficiary ( Cont .): 
corporate, 71, 75-76, 477 
as beneficiary, 378-380 
liquidating, surviving partner as, 
141-146 

avoidance of, 205-206 

U 

Ultra vires acts, 286, 287 
Ultra vires contracts, 293-294, 295, 430 
Uniform Limited Partnership Act, 127- 
129, 133 

Uniform Partnership Act, 125, 131-134, 
138, 148, 151, 186, 187 
Uniform State Laws, Commissioners on, 
127-128, 131 

Uninsurable partner, 257-259 
Uninsurable stockholders, 419-420, 425 

V 

Valuation formulas, corporation, 367- 
373, 379 

partnership, 224-226 
proprietorship, 99-104, 109 


Vanderbilt, Chief Justice, 151 
Voting, stockholder, 135, 280, 281, 283- 
284, 290-291, 304 

W 

Washington, State of, statute of, 162- 
163 

Widow, business continuation by, un¬ 
desirability of, 72-75, 79 
dower rights of, 98, 132 
of equal stockholder, 333-336 
insured buy-sell agreements and, 93- 
94, 209-210 

of minority stockholder, 309-311, 
322-323, 328-332 
new partnership with, 155-157 
property rights of, 68-69 
of sole stockholder, 314-315 
Will provisions, partnership, 164-167 
proprietorship, 11, 59-84 
hazards in, 66-69, 79 
Wingate, Surrogate, 59, 302 
Wormser, I. Maurice, 276 

Y 

Years’ purchase method, 371-372 
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